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TAX REFORM AND FOREIGN INVESTMENT 
IN THE UNITED STATES 


THURSDAY, JUNE 23, 2011 

U.S. House of Representatives, 

Committee on Ways and Means, 
Subcommittee on Select Revenue Measures, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 10:02 a.m., in 
Room 1100, Longworth House Office Building, the Honorable Pat- 
rick Tiberi [Chairman of the Subcommittee] presiding. 

[The advisory of the hearing follows:] 


( 1 ) 
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HEARING ADVISORY 

Chairman Tiberi Announces Hearing on Tax Re- 
form and Foreign Investment in the United 
States 


Thursday, June 23, 2011 

Congressman Pat Tiberi, (R-OH), Chairman of the Subcommittee on Select Rev- 
enue Measures of the Committee on Ways and Means, today announced that the 
Subcommittee will hold a hearing on the importance of foreign direct investment 
(FDI) to the U.S. economy and how teix reform might affect foreign-headquartered 
businesses that invest and create jobs in the United States. The hearing will take 
place on Thursday, June 23, 2011, in Room 1100 of the Longworth House 
Office Building at 10:00 A.M. 

In view of the limited time available to hear witnesses, oral testimony at this 
hearing will be from invited witnesses only. However, any individual or organization 
not scheduled for an oral appearance may submit a written statement for consider- 
ation by the Committee and for inclusion in the printed record of the hearing. A 
list of invited witnesses will follow. 

BACKGROUND : 

Foreign direct investment plays an important role in the U.S. economy. According 
to the Commerce Department, FDI increased to $194.5 billion in 2010 after plum- 
meting to $134.7 billion in 2009 as a result of the economic downturn. (In 2008, FDI 
reached an all-time high of $328.3 billion.) U.S. subsidiaries of foreign-based compa- 
nies employ 5.6 million American workers — roughly 5 percent of the U.S. private 
sector workforce. Foreign-headquartered companies share many of the same con- 
cerns about the U.S. teix system that purely domestic companies raise, such as the 
relatively high U.S. corporate teix rate. Foreign-based companies also face tax issues 
unique to their business structure, and some commentators have suggested that 
there are tax obstacles to additional FDI in the United States. 

In 2007, the Treasury Department published a study on inbound transactions that 
covered earnings stripping, transfer pricing, and eligibility for teix treaty benefits. 
Among other findings, the study determined that there was not conclusive evidence 
on whether U.S. subsidiaries of foreign parents engage in earnings stripping. Treas- 
ury recommended that policymakers continue examining the question as better in- 
formation becomes available. 

In announcing the hearing. Chairman Tiberi said, “Foreign direct investment 
is critical to growing the economy and creating jobs. U.S. affiliates of for- 
eign-based companies often consider themselves American businesses, and 
share the same concerns about U.S. tax policy as other American busi- 
nesses, such as the high corporate rate. At the same time, some tax issues 
are unique to foreign investment, and as part of fundamental tax reform 
the Subcommittee must examine those issues as well.” 

FOCUS OF THE HEARING : 

The hearing will focus on the important role that FDI plays in expanding the U.S. 
economy and creating jobs for American workers. The hearing will explore the tax 
environment facing foreign investors and foreign-headquartered businesses invest- 
ing or operating in the United States. It also will examine a number of tax provi- 
sions applicable to inbound activity, including (but not limited to) the U.S. corporate 
tax rate, foreign investment in real property, and the earnings stripping rules of 
Code section 163(j). 
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DETATT.S FOR SUBMISSION OF WRITTEN COMMENTS: 

Please Note: Any person(s) and/or organization(s) wishing to submit written com- 
ments for the hearing record must follow the appropriate link on the hearing page 
of the Committee website and complete the informational forms. From the Com- 
mittee homepage, http://waysandmeans.house.gov , select “Hearings.” Select the hear- 
ing for which you would like to submit, and click on the link entitled, “Click here 
to provide a submission for the record.” Once you have followed the online instruc- 
tions, submit all requested information. ATTACH your submission as a Word docu- 
ment, in compliance with the formatting requirements listed below, by the close 
of business on Thursday, July 7, 2011. Finally, please note that due to the 
change in House mail policy, the U.S. Capitol Police will refuse sealed-package de- 
liveries to all House Office Buildings. For questions, or if you encounter technical 
problems, please call (202) 225-3625 or (202) 225-2610. 

FORMATTING REQUIREMENTS : 

The Committee relies on electronic submissions for printing the official hearing 
record. As always, submissions will be included in the record according to the discre- 
tion of the Committee. The Committee will not alter the content of your submission, 
but we reserve the right to format it according to our guidelines. Any submission 
provided to the Committee by a witness, any supplementary materials submitted for 
the printed record, and any written comments in response to a request for written 
comments must conform to the guidelines listed below. Any submission or supple- 
mentary item not in compliance with these guidelines will not be printed, but will 
be maintained in the Committee files for review and use by the Committee. 

1. All submissions and supplementary materials must be provided in Word format and MUST 
NOT exceed a total of 10 pages, including attachments. Witnesses and submitters are advised 
that the Committee relies on electronic submissions for printing the official hearing record. 

2. Copies of whole documents submitted as exhibit material will not be accepted for printing. 
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material 
not meeting these specifications will be maintained in the Committee files for review and use 
by the Committee. 

3. All submissions must include a list of all clients, persons and/or organizations on whose 
behalf the witness appears. A supplemental sheet must accompany each submission listing the 
name, company, address, telephone, and fax numbers of each witness. 

The Committee seeks to make its facilities accessible to persons with disabilities. 
If you are in need of special accommodations, please call 202-225-1721 or 202-226- 
3411 TTD/TTY in advance of the event (four business days notice is requested). 
Questions with regard to special accommodation needs in general (including avail- 
ability of Committee materials in alternative formats) may be directed to the Com- 
mittee as noted above. 

Note: All Committee advisories and news releases are available on the World 
Wide Web at http://www.waysandmeans.house.gov/. 


Chairman TIBERI. The hearing will come to order. Good morn- 
ing, everybody, and thank you for joining us this morning for an- 
other in a series of hearings on comprehensive tax reform. 

As I think everybody by now knows, under the leadership of 
Chairman Camp the Ways and Means Committee has been work- 
ing through a full assessment of our Federal Tax Code. And, from 
the assessment, it is clear the Tax Code stifles job creation at a 
time when unemployment rates in Ohio and across the country re- 
main well above their historic averages. The goal is tax reform is 
to reverse this trend. The time is long overdue to write a Tax Code 
that better incentives job creation in the United States of America. 

Today’s hearing highlights an important contributor to our econ- 
omy: foreign companies who directly invest in the United States of 
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America. Their investment is critical to growing the economy and 
creating jobs. Over the past 10 years, affiliates of foreign compa- 
nies have employed between five and six million workers in Amer- 
ica. 

This month the Administration released two reports affirming 
the importance of foreign direct investment. I agree, and look for- 
ward to working with the Administration to eliminate the regu- 
latory barriers standing in the way of creating greater foreign in- 
vestment. 

Chairman Camp requested that the Select Revenue Measures 
Subcommittee further examine inbound issues raised in prior tax 
reform hearings. We have heard concerns from U.S. businesses 
about the Tax Code. Many U.S. affiliates of foreign-based compa- 
nies view themselves as American businesses, rather than foreign 
businesses. Today’s hearing will provide them the opportunity to 
share their concerns. 

Today’s hearing will also examine tax rules specific to foreign in- 
vestment, including earnings stripping and transfer pricing. The ef- 
fectiveness of those rules in preventing foreign companies from 
using the Tax Code to create a competitive advantage over domes- 
tic companies is the subject of great debate. 

Finally, I look forward to examining the impacts of the Foreign 
Investment and Real Property Tax Act. With talk of a double-dip- 
per session increasing the availability of capital from foreign inves- 
tors is a common-sense step to strengthening the U.S. commercial 
real estate market. Last year. Congressman Crowley introduced 
legislation with me to address this issue. I understand similar leg- 
islation is in the works this year, and I applaud those bipartisan 
efforts. 

I want to welcome all our witnesses to today’s hearing, and look 
forward to their testimony. With that, I yield to our ranking mem- 
ber, my friend from Massachusetts, Mr. Neal. 

Mr. NEAL. Thank you, Mr. Chairman. And I want to thank you 
again for calling this important hearing today. 

Our committee has been examining the impact of tax reform on 
U.S. multinational companies. I am pleased to now shift gears, and 
to focus on the equally important topic of the taxation on foreign- 
owned companies operating in the United States. 

In order to remain competitive in a global economy, foreign in- 
vestment in the United States is critical. This is especially true 
during these difficult economic times, when job creation is more im- 
portant than ever. And foreign-owned companies create jobs here, 
in the United States. Today these companies employ, as you have 
noted, over five million Americans, and support an annual payroll 
of over $400 billion. In my home state of Massachusetts, U.S. sub- 
sidiaries of foreign-owned companies have created almost 190,000 
jobs. 

I was very pleased to hear the announcement by the White 
House Council of Economic Advisors on Monday that in 2010 for- 
eign direct investment in the United States had increased by 49 
percent from the low it reached in 2009. I certainly look forward 
to hearing today’s witnesses discuss how we can continue to en- 
courage foreign investment in the U.S. 
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Today’s hearing will also focus on whether our current tax sys- 
tem favors foreign companies over domestic companies. One of to- 
day’s witnesses will testify that foreign-owned companies have a 
significant competitive advantage in the U.S. marketplace over 
U.S. -owned companies. In my opinion, we should treat foreign and 
domestic companies equally. That is why I have introduced legisla- 
tion to close the loophole that allows the use of excessive affiliate 
reinsurance hy foreign insurance groups to strip their U.S. income 
into tax havens, avoid tax, and gain a competitive advantage over 
American companies. 

But before concluding, I would like to thank the chairman for the 
bipartisanship that he has developed in offering this hearing. 
Henry Ford noted that coming together is a beginning, keeping to- 
gether is progress, and working together offers success. I hope we 
will continue to work together on tax reform, and we can use this 
hearing as a model to continue the work that we have witnessed 
in both the Majority and Minority status that I have had on this 
subcommittee. I believe that is how we will best achieve success in 
reforming our tax system. 

Thank you, Mr. Chairman. 

Chairman TIBERI. Thank you, Mr. Neal. And I concur. I want 
to thank you for your leadership on this specific issue, and just 
thank the staff, as well. Both the Republican staff and the Demo- 
crat staff worked together on this hearing, and I want to applaud 
both sides, both staffs, for their hard and diligent work. 

I also want to, before we begin, recognize a new member of our 
subcommittee, hails from the Commonwealth of Pennsylvania, col- 
league and good friend, Mr. Gerlach. Thank you for joining our 
subcommittee. 

Before we introduce the witnesses for the panel, I ask unanimous 
consent that all Members’ written statements be included in the 
record. 

[No response.] 

Chairman TIBERI. Without objection, so ordered. We will now 
turn to our first panel of witnesses. I want to extend a welcome to 
Nancy McLernon, president and CEO of the Organization for Inter- 
national Investment; Mr. Alexander Spitzer, senior vice president 
of taxes for Nestle Holdings; Claude Draillard, Dassault Falcon Jet 
Corporation, Little Ferry, New Jersey; and Jeffrey DeBoer, presi- 
dent and chief executive officer of the Real Estate Roundtable, here 
in Alexandria, Virginia. 

With that, Nancy, you can begin your testimony. You have five 
minutes. 

STATEMENT OF NANCY L. MCLERNON, PRESIDENT & CHIEF 

EXECUTIVE OFFICER, ORGANIZATION FOR INTERNATIONAL 

INVESTMENT, WASHINGTON, D.C. 

Ms. MCLERNON. Thank you. Good morning. Chairman Tiberi, 
Ranking Member Neal, and distinguished Members of the Sub- 
committee, I want to thank you for the opportunity to testify this 
morning. I applaud your leadership in holding this timely hearing 
on the importance of foreign direct investment to the U.S. economy. 

I am president and CEO of the Organization for International In- 
vestment. OFII is a business association exclusively comprised of 
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the U.S. subsidiaries of global companies. OFII refers to our mem- 
bers as insourcing companies, due to the jobs these firms insource 
to the United States. 

OFII advocates for fair and non-discriminatory treatment in U.S. 
law and regulation for these companies and the millions of Ameri- 
cans they employ. Our mission is to ensure that the United States 
remains the most attractive location for foreign investment and job 
creation for global companies looking to expand around the world. 

This hearing comes at a time when the United States faces seri- 
ous fiscal challenges at home, and an increasingly competitive glob- 
al landscape for attracting and retaining investment. And while the 
United States remains the world’s largest recipient of foreign in- 
vestment, its share of global investment has declined dramatically, 
from garnering 40 percent of the world’s cross-border capital 10 
years ago, to about 17 percent now. 

The committee’s work on fundamental tax reform is vital to en- 
sure that the United States remains the premiere location for glob- 
al companies to invest. Simply put, America cannot afford to lose 
more ground in the race for the world’s investment. 

The U.S. subsidiaries of global companies already play a signifi- 
cant role in America’s economy. The chairman and Mr. Neal al- 
ready talked about the number of jobs. These companies employ 
over five million American workers, which is about five percent of 
the private sector workforce. They maintain an annual payroll of 
over $400 billion, and account for 6 percent of GDP. And while they 
make up less than one percent of all U.S. businesses, these firms 
pay a full 17 percent of corporate taxes. And these companies pile 
billions of dollars in earnings each year back into their U.S. oper- 
ations, reinvesting over $93 billion, according to the most recent 
annual data. 

Foreign direct investment tends to disproportionately create and 
sustain high-end jobs for Americans. U.S. subsidiaries pay their 
employees over 30 percent more than the average company, reflect- 
ing the high-scale nature of their scientific, engineering, and manu- 
facturing workforce. And in the hard-hit manufacturing sector 
alone, U.S. subsidiaries account for 13 percent of the labor force, 
which is about 2 million jobs. 

Annually, foreign direct investment leads to over $40 billion in 
domestic research and development, accounting for more than 14 
percent of America’s private sector R&D. And while counterintu- 
itive to some, many globally-based companies have established 
their American operations as a platform from which to manufac- 
ture goods to sell to the world. U.S. subsidiaries produce more than 
18 percent of total U.S. exports. 

It is worth noting that the vast majority of inbound investment 
to the United States come from firms headquartered in other devel- 
oped countries. In 2010, almost 90 percent of inbound investment 
came from Canada, Europe, and Japan. It is worth noting that for 
all the headlines it generates, Chinese investment accounts for a 
minuscule portion of foreign investment in the United States: less 
than one percent. 

In the midst of recent economic challenges, foreign investment 
has continued to be an engine for job creation and a catalyst for 
growth throughout the country. For example, at a time when the 
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unemployment rate is a focus of national attention, Netherlands- 
based Philips Electronics is working to fill 1,500 job openings 
across the country. The company already employs over 25,000 peo- 
ple in the United States, including over 1,000 at its manufacturing 
facility in Highland Heights, Ohio, where they develop, produce, 
and export high-end medical imaging technologies such as MRI and 
CT scanners for customers around the world. 

Philips also chose to place the global headquarters of its health 
care division in Massachusetts, and does the vast majority of its 
worldwide health care manufacturing work in the United States. 

However, the competition to attract and retain companies like 
Philips has never been stronger. Companies today have an unprec- 
edented array of options when looking to expand their business 
around the world. 

OFII sees tax reform as an important opportunity to encourage 
greater investment in the United States. As American businesses, 
OFII members share many of the same concerns regarding tax pol- 
icy as other U.S. companies. Specifically, we believe Congress 
should give due consideration to three overriding factors. 

First, OFII is united with the broader American business com- 
munity, and its support for reducing U.S. federal corporate income 
tax. In fact, OFIFs annual survey of chief financial officers showed 
that the corporate tax rate ranked as the policy change that would 
have the greatest impact on incentivizing investment here. 

Second, OFII encourages increasing the certainty, transparency, 
and reliability of the U.S. tax system to allow for long-term stra- 
tegic planning. 

And finally, most important to this unique slice of the business 
community, OFII strongly cautions against any proposals that 
would disadvantage U.S. subsidiaries in their efforts to do business 
in our market on a level playing field. Such policy would surely im- 
pact our ability to attract global investment. 

I am pleased to answer any questions you may have, and I look 
forward to working with this committee and Congress in consid- 
ering tax reform that will increase investment in the United 
States. Thank you. 

[The prepared statement of Ms. McLernon follows:] 
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Written Testiniony of Nancy I... McLei'non 
President* CEO 

Ori'anizution for International Investment 
Before the Subcommittee on Select Revenue Measures 
Committee on Ways and Means 
United States House of Representatives 
June 23, 2011 


Introduction & Overview 

<jood morning. Chairman l ibcri, Ranking Member Neal, and distinguished Members of 
the Sobcommittce, 1 want to thank you for the opportunity to testily this morning. I 
applaud your leadership in holding this timely hearitig on the implications of tax refortn 
on America’s ability to attract foreign direct investment (FDI). 

My nEime is Nancy McLernon and I am President and CEO of the Organisition for 
International Investment (OFII). OFII is a business association exclusively comprised of 
the American subsidiaries of foreign domiciled companies. We advocate for fair and 
non-discriminatoiy'- treatment in U.S. law and regulation for these companies and the 
tniilions of hard-working Americans they employ. Our mission Is to ensure that the 
Untied Slates remains Ihe most allraclivc location for foreign invcsimcnl and job creation 
for global companies looking to e.xpimd around the vvorid. 

This hearing comes at a time when the United States is at an economic crossroads, facing 
serious fiscal challenges at home and an increasingly competitive global landscape for 
attracting and retaining investment. As both the largest global investor and the largest 
bcnctlciary of inbound FDI, the United States plays a critical role in promoting open 
investment policies both domesTically and abroad. 

This Committee's work on fundamental tax reform is vital to ensure that the United 
States remains the premier location for global companies to invest. Simply put, America 
cannot afford to lose ground in the race for the world’s investment. 

'j he liconoTn ic Impact of Foreign Direct lnvestnient jn the United States 

In spile of the historic success of the United Stales in ailracitng global investment, the 
extent to which it plays an integral role in U.S. economic strength and stability is not 
widely understood, i'hc U.S. subsidiaries of global companies help to foster a diverse 
and vibrant American business community. Today, they employ over five million 


1 
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Ailitrican workers, mainiain an annual payrolJ of over $400 billion, and account for six 
percent of private sector output - over 40 percent of which is concentrated in 
manufacturing. While they accoujit for less than one percent of all U.S. businesses, the 
laxes paid by U.S. afllliaies of Jbreigrt cornpanks in Qiet account for 17 percent of 
corporate taxes collected. Oiii top of tax payments, these companies reinvest billions of 
earnings back into ihcir U.S. operations every year. 


Foreign direct investment lends to disproporlioiiaiely support a high-quality Americim 
workforce. U.S. sub':idianes pay their employees over .i0 percent more than the average 
company, reflecting the high-.skill nature of the scientific, engineering, and 
manufacturing jobs they create and sustain. In the hard-hil manufacturing scclor alone, 
U.S. subsidiaries account for 13 percent of the labor force - over two million Jobs. 

Annually, foreign direct investment leads to over $40 billion in domestic rcscarch and 
development (R&U), accounting for more than 14 percent of America’s private R&U 
investment. Many global companies choose to locate their global R&D headquarters in 
the United States in order to access a skilled worktbrcc and favorable environment for 
innovation. This has tremendous benclhs for the United .States and fs a factor that 
deserves careful consideration as part of tax reform. 

Although coLintorinUiitivc to some, many globally based companies have established their 
.American operatio.ns as a pliiirorin from which to manufacture goods to sell to the world. 
Their U.S. affiliates produce more than 18 percent of total U.S. exports work that is 
helping our country reach the National Lxport Initiative goal of doubling exports by the 
year 20! 5. 

As noted in a recent report by the President's Council of economic .Advisors, the vast 
majority of inbound investment originates from firms domiciled in other advanced 
economies. In 2010, almost 90 percent of inbound investment in this country came Irom 
Canada, Europe atid .fapan. In comparison, the report notes that only 2. 1 percent of total 
inbound IT)I originated Ixora the rapidly growing economies of Brai!:il, China, and India 
combined. 

Il is also worth noting that, for all the headlines it generate.^, Chinese inve.stment accounts 
for a miniscule portion - Jess ihtm one percent — of foreign investment in the United 
States. And, according to the latest Department of Commerce statistics, the vast: majoriiy 
— 98 percent - of all foreign investment comes from the private sector. 


Ihe e.xtcnsive benefits of inbound investmcnl present a compelling case for open 
economic policies that encourage global companies to establish business here and boost 
America's economic grovvth. 


IDvna nitc Co mipcti t:ivc l.andsca no 

In the midst of recent economic challenges, foreign investment continues to be an engine 
for job creation and a catalyst for grovvth and prosperity throughout the cottnlry. 
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As one example, at a time when the uncmpJoymcnl rate is a focus of national attention, 
Nelherlands-hased Philips Electronics is working to add 1.500 new Jobs across the 
country'. Tlie company already employs over 25,000 people In United States, including 
over 1,000 at its inariulacturing laciliiy in Highland Heights, Ohio, where they develop, 
produce, and export high end medical-imaging technologies, such as MRT and CT 
scanners for cusLomers around the vvorld. Philips also chose to place the giobiii 
headquarters of its .healthcare division in Massachusetts and docs the vast majority of its 
worldwide hcaltltcarc manufacturing work in the United States. 


riie compclilioii to allracl and retain companies like Philips has never been sUongei. 
Companies today have an unprecedented array of options when looking to expand their 
business around the world. As a result, while America remains the largest recipient of 
the world’s invcslmenL, its shttre is shrinking. A decade ago, the United Stales claimed 
more than 40 percent of cross-border capital but has seen its share shrink to less than half 
that amount today. In 2010, the United Nations Conference on Trade and Development 
(UNCTAD) found that, for the time ever, developing economies claimed the 
tnajority of global FDI innows - something that policymakers in the developed world 
would tk> well to keep in mind as they weigh Ihe benelils of various economic and la.\ 
proposals. These changes are the result of a number of factors, bur can in part be 
attributed to the aggressive efforts of other countries to attract and retain high-quality, 
job-creating invcsinicnt from abroad. 

Recent Attention to FDT 


The Administration has Uiken steps in Ihe Last two weeks that suggest a growing 
understanding of the need to enhance /Vmcrican competitiveness to allract foreign 
investment. 

llturlier this week, the President issued an investment policy slatemenl lhal reaffirms our 
nation's long-standing commiiineiit to open investment policies and recognizes the 
benefits of foreign direct investment in America’s economy. This is the first such 
shitcmcnt from a Democratic President itt more thim 30 years, and sends an important 
message to the international business community that America is committed to 
maintaining its leadership in promoting free and open markets at home and abroad. This 
action follows closely on the heels of an Executive Order signed last week to crciile a 
government-wide initiative entitled that will actively market the United Stales 

as a destination for foreign investment. 

These developments help set the tone for a more favorable business environment for 
inbound investment, but must be followed by meaningful steps on core issues like tax 
reform, regulatory' reform, and infrastructure investment if the United States is to remain 
competitive w ith the rest of the vvorld for investment. 


3 
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Tax Considerations 

As American husinesses, OFl I 's members share many of the same concerns regarding tax 
policy as other U.S. companies. OFIJ .secs tax reform is an important opportunity to 
encouraae greater foreign direct investment in the United Slates, fn this regard, we 
believe Congress should give due consideration to two overriding factoi's in considering 
U.S. tax reform. 


First, OFIl is united with the broader American business community in its support for 
reducing the U.S. federal corporate income tax rate. Last year, QFIl conducted a CFO 
survey on the investment decisions of global companies. Based on the results of the 
survey, we strongly believe that reducing the U.S. federal coiporate income tax rate will 
significantly increase investment in the United States, which will lead to further job 
growth. 

Second, in pursuing tax reform, OFll encourages increasing tlie certainty, transparency, 
and reiiabiiily of the U.S. lax system in a manner lhal is not discriniinalory' against the 
U.S. subsidiiiries of foreign business cnlcrprises lhal invest in America. Such an 
approach will similarly lead to increased U.S. investment and job creation. I would like 
to take this opportunity to discuss a few areas in tlic tax law that provide opportunities for 
improving the attractiveness of the United Slates as a location tor invesltnent hy 
removing impediments to foreign inve.stment in the United States. 

S ection 163(i) 

One of the most burdensome U.S. tax limitations imposed on U.S. subsidiaries is section 
I63(j). These rules, originally enacted in 1989, disallow current deductions for certain 
inlcrcsl paid by domestic eorporalions Lo foreign reialed panics and lax-e.xempl cnlilies. 
This limitation is imposed to the extent the debt-to-equity ratio of the corporation exceeds 
1.5 to 1, and the coiporation's net interest expense exceeds 50 percent of the domestic 
coqioration’s ad.justed taxable income. These rules w'ere expanded in 1993 to apply to 
interest paid by domestic corporations to unrelated parties and guaranteed hy a foreign 
reluled party. 

The current section 163(|) rules are overly broad, have a discriminatoiy- impact on U.S. 
subsidiaries, and scrs'c to reduce investment in the United States. Section I63(j) 
principally iinpaels U.S. subsidiaries of forcign-owned corporations. 0111 has had 
longstanding objections to these rules because they discriminate against foreign-ovvned 
U.S. companies, hi addition, they violate the U.S. commitment in our tax treaties to not 
impose discriminator}' taxation. Tlie nondiscrimination article of virtually all U.S. 
income tax treaties commits the United States to permit U.S. companies a deduction for 
inleresi paid to a treaty -partner resident to Ihe siime extent lhal it would be allowed for 
interest paid toi a l.I.S. resident. This is a mutual commitment, meaning that Ihe treaty 
partner commits to the same obligation to avoid discriminatory' tax treatment of U.S. 
residents investing in the treaty partner’s jurisdiction. 
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1 here arc valid business reasons for funding a U.S. subsidiary with dcbl. In many eases, 
the ability of a foreign multinational to finance its li.S. subsidiaries’ operations in an 
economically viable manner requires using a dcgi'cc of debt financing. Ho\vevcr, because 
Ihe U.S. subsidiary on a slaiid-alone basis often lacks the high credit rating lhai would 
allow the U.S. subsidiary' to borrow fi'om unrelated parties at competitive interest rates, 
the only way the U.S. subsidiary can obtain low-cost debt capital is by borrowing from its 
foreign parent company (or another atTdiate that acts as the financing arm of the 
corporate group), w'hich in turn can more efficiently borrow from the w'orldwidc credit 
markets. Alternatively, the U.S. subsidiary can borrow From unrelated parties with a 
foreign pareatt guarantee in order to reduce the amount of iiUerest otherwise payable on 
the debt. 


Tightening section 1 63{j) would increase the cost of capital for U.S. subsidiaries, thereby 
reducing the after-tax return on investment that they earn irom their U.S. operations. 
This would likely result in lower levels of investment in the United States. As the Joint 
Committee on Ta.vUion has recently sUiled, 'Mhc best, way to encourage increased 
investment in the United Slates (by foreign or domestic investors) is to increase the aller- 
tax return to investment, and that outcome is more efficiently achieved by, for example, 
lowering the U.S. corporate income tix rate than by narrower policies such as [proposals 
to lighten section 

There have been proposals in recent years to ftittlicr restrict current law' interest 
deductions under 1630, primarily for related paity debt, but none of those proposals 
were based on economic data or statistics demonstrating that further restrictions w-ere 
justified. OFIl believes that any further changes to section 1630 should not be adverse. 
In fact, similar to legislation passed in the Senate in 2004, consideration should be given 
lo eliminating the application of section 163(i) to guaranteed debt, particulariy where the 
interest is subject to U.S. net income tax by the unrelated U.S. third paify. 

In its 2007 report on earnings stripping, the Treasury Department found no conclusive 
evidence of earnings stripping by U.S. subsidiaries. Tlie U.S. lax law lias robust statutory 
and common law tools that require Uixpayers to employ only an appropriate amount of 
related party debt fmancing and on terms that ar'c comparable to what would be agreed on 
an arm’s length basis with unrelated panies. In order for inieresi to be deductible, the 
taxpayer must establish that it w'as paid in respect of a bona fide debt, whicli is 
determined under a broad set of common luw' sltindards. These suindards are vigorously 
enforced by the IRS and are applied as a threshold matter before the mechanical and 
arbitraiy limitation rules under current law section I63(J). Any furtlicr adverse extension 
of these di.scriminatory and arbitraiy rules of section I63(j) would funlier amplify the 
discriminatory impact on U.S. subsidiaries, and further reduce the levels of inveslmenl in 
the United States that might otherwise be available to enhance job creation. 


Tax Treaties 

In pursuing tax reform, respect tor our obligations under U.S. income tax ti'eaties should 
be of pu.ramou.nl importance. Tncorac lax treaties play a timdamcntal role in US. 
international tax policy. A basic purpose of lax treaties is the promotion of bilateral trade 
and investment, to the benefit of both U.S. and foreign multinationai corporations and the 
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global economy. Jrcalics reconcile Ihc indcpcndonlly developed lax laws of Lrealy 
partners in order to avoid double ta>:atlon and excessive taxation of cross-border income. 
In that way, tax treaties remove artificial barriers to bilateral trade and investment. 
Treaties also include a comrniUTienl made by both countries vo avoid discriminatory tax 
ircaiTneni ol' residents of the other country, a commitment that has been a bedrock treaty 
policy of the United Slates almost from the beginning of the U.S. (ax treaty program. 

Virtually all multinational enterprises with operations in countries witli which the Uiiiled 
States has a treaty rely on our tax treaties to provide greater objectivity, clarity, and 
certainty in how' cross-border liansaclions vvill be la.\ed by the treaty piirtiicrs and also 
rely on treaties for the ability to avoid potential double taxation where there ai'e disputes. 
Ill addition, treaties provide important tools to the tax administrations of tlic treaty 
partners ibr policing eross-border activities through the cxchiuigc of informalion and 
cooperation in enforcement of the tax laws. 

Tax treaties provide greater certainty' and clarity to foreign taxpayers investing in the 
United Slates regarding their potential U.S. lux liability but only if the treaties’ provisions 
are respected. Our treaties reflect the results of good faitli bargaining whereby each 
country' agrees to coricc.ssions in exchange for the greater benefits that result from the 
treaty relationship. Changes in the U.S. tax laws siiould not override, or conflict: with, 
our existing U.S. tax treaty obligations. Such actions result in less certainty and 
coniidence in our lax rules and. thus, can lead to reduced investment in the United 
Stales. Such adverse changes in law also send a message to our treaty partners that they 
cannot rely on the mutual concessions made in the treaty. 

in addilion, as the 2007 Treasury DeparUncnl report on treaties indicates, the Treasury 
Department has effectively policed perceived tax abuses by insisting tltat new- treaties 
coiitain robust anti-treaty shopping rules, reflected in the Limitation on Benefits article of 
treaties, and by reiiegotiating our e.Kisl;lng income tax trealie.s to include T.OB pn>visions 
in line with current U.S. anti-treaty shopping standards. These provisions ensure that the 
treaties are used by appropriate parties. Most U.S. income tax treaties contain an LOB 
provision, and the Treasury Department has diligently worked to renegotiate existing 
treaties that lack a robust LOB article to include such an article where those treaties may 
be suscepliblc to inappropruitc use by residents of third countries. Recent e.xamples 
include the income lax treaties with Iceland (in force), Hungary (near ratification), and 
Poland (near completion). 

Consistent with the .A-dminisiration’s efforts, the strengthening of the U.S. tax treaty 
network in this manner is the appropriate path to address perceived abuses, rather than 
through domestic tax law changes that can override, or conflict with, the treaty’s 
provisions, including pos.sible violation of the non-dtscrimination niles that the U.S. 
insists be a part of every' treaty. Recent examples of some of these concerns include 
proposals to override lax treaties with respect to deductible payments to afQliaied entities 
that qualify for treaty rates, and proposals to tax foreign coiporations as U.S. corporations 
if they arc primarily managed in the United States. 


Importantly, treaty overrides are not limited to federal legislation. In certain cases, 
individual States have effectively overridden the provLsions of U.S. tax treaties (c.^., 
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Stale rules that “add back” certain income for Slate lax purposes or mandate the inclusion 
of certain foreign entities in a state tax tiling, vvhere such income or entity is otherwise 
entitled to benefits under U.S. federal income tax treaties). Tliis increasing trend by 
Slates is of great concern to OFII members and to the govemnieFits of Iheir respective 
home conntiies and is an impediment to investment in die U.S. OFH would be happy to 
discuss further ways to enhance the certainly of the U.S. tax treaty network in order to 
increase U.S. invcsmiein: in a manner consistent with tltc important tax treaty principles 
dismissed above, including non-discrimination provisions that the United States has 
consistently advocated throughout the life of our tax treaty program. 

Transfer Pricing 

The U.S. transfer pricing rules, which are contained in section 482 of the tax code and the 
regulations tlicrcuiidcr, apply for purposes of determining the appropriate prices of goods, 
services, and intangible property transferred between related companies, fhese rules are 
intended to achieve the imemntionally accepted arm's length standard. These principles 
arc also rctlccicd in our U.S. income tax treaties, which seek to resolve eases of double 
taxation involving more than one taxing Jurisdiction. Current iiansfcr pricing rules have 
resulted in substantial complexity and uncertainly in their application to our members. 

Ohll commends the cfTorts that have been made to date to reduce uncertainty in this area, 
including reducing administrative burdens in certain cases associated with complying 
wdth the transfer pricing rules, as well as increasing the ability to determine in advance 
appropriate transfer pricing methodologies under the IRS’ Advanced Pricing Agreement 
program (both unilaterally and bilaterally wdili our treaty' partners) and hilly supports 
adding additional resources to these programs. OFll also commends the efforts to 
include in more U.S. income tax treaties binding arbilraiion provisions that seek to 
resolve in a limelier manner Utinsfer pricing disputes belween treaty countries' taxing 
authorities. OFII looks forward to working with the Congress and the Admini.stration on 
additional ways to increase certainty in this area. 

I am pleased to an-swer any questions you may have, and look fonvard to working with 
this (.‘ominittce and the Congress In considering tax reform that will increase invc.stincnt 
in The United States. 


Chairman TIBERI. Thank you, Ms. McLernon. 

Mr. Spitzer, you are recognized for 5 minutes. 

STATEMENT OF ALEXANDER SPITZER, SENIOR VICE PRESI- 
DENT, TAXES, NESTLE HOLDINGS, INC., NORWALK, CON- 
NECTICUT 

Mr. SPITZER. Yes, thank you. Good morning. My name is Alex 
Spitzer. Mr. Chairman, Ranking Member, Members of the Com- 
mittee, I am grateful for the opportunity to share my personal 
views on international tax policy, as it relates to U.S. operations 
of multinational firms and, in particular, any impediments that 
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may serve as a barrier to attracting international investment into 
the U.S. manufacturing base. 

I am senior vice president of taxes for Nestle in the U.S., and 
have held the top job in the company for the last 26 years. Nestle, 
a Swiss public company, is the world’s largest food company, with 
sales over 100 billion, and was established in 1866, 50 years-plus 
before the enactment of the U.S. federal income tax. 

For more than 110 years. Nestle has been insourcing into the 
U.S. and investing in American factories, jobs, and businesses. Our 
first factory in the U.S. was built around 1900 in Upstate New 
York to produce chocolate products. Nestle manufactures, in the 
U.S., a large range of products, including Stouffers, Lean Cuisine, 
Gerber, Jenny Craig, PowerBar, Hot Pockets, Poland Spring, Deer 
Park, Edy’s, Haagen-Dazs ice cream, Nescafe Coffee, CoffeeMate, 
DiGiorno Pizza, and also in the pet food area, Friskies, Alpo, Pu- 
rina, and Beneful. 

We have a total of 51,000 employees in the U.S., and 85 manu- 
facturing facilities and 7 R&D centers. Nestle’s U.S. -manufactured 
product sales approximate 28 billion annually, including 600 mil- 
lion in exports out of the U.S. 

Nestle in the U.S. has been consistently ranked by Fortune mag- 
azine as the number one consumer food products company in the 
industry. Excluding acquisitions, we have invested approximately 
5.5 billion over the last 6 years in M&A and factories in our U.S. 
businesses. And since I have been at the company, we have rein- 
vested just about all of our U.S. profits back into our operations 
here to grow our U.S. businesses. 

When Nestle acquires a business, we usually maintain current 
management and increase investment and expansion, rather than 
cut costs or dismantle the business. For example, after we com- 
pleted our Dreyer’s acquisition, we invested over 100 million in ex- 
panding our Bakersfield, California plant, making it the largest ice 
cream factory in the world. 

Turning to tax policy, there has been much discussion of the U.S. 
corporate tax rate and its impact on the country’s ability to com- 
pete for global investment. There is no doubt that a lower tax rate 
and a more transparent Tax Code would make the U.S. more com- 
petitive for investment from abroad. The rest of the world is mov- 
ing towards lower tax rates. Simply put, the U.S. must do the 
same. 

However, I also want to highlight a number of other areas of par- 
ticular interest to my business. The ability of the inbound business 
community and Nestle itself to deduct ordinary and necessary busi- 
ness expenses related to investments, such as interest and royalty 
for both federal and state tax purposes is of great concern, and 
weighs heavily on our investment decisions. 

Not only are inbound companies singled out with regard to re- 
strictions on the deductibility of debt service via section 163(j), re- 
cently there seems to be a coordinated IRS effort to audit inbound 
companies with regard to debt equity type issues, although there 
is no indication of any abuse. Despite the fact that a 2007 treasury 
report found no evidence of widespread abuse with regard to sec- 
tion 163(j), there is still much uncertainty regarding further re- 
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strictive legislation in this area. This uncertainty weighs heavily on 
investment decisions. 

In addition, various legislative proposals concerning corporate 
residency rules, treaty overrides, also contribute to the climate of 
uncertainty. There is now growing uncertainty at the state level. 
In many cases, states seem to be bent on conducting their own in- 
dividual foreign fiscal policy. Many states have enacted legislation 
to deny deduction of interest and royalties paid to foreign parent 
companies, even those headquartered in treaty countries. These ini- 
tiatives would violate the federal and treaty rules concerning per- 
manent establishments. And, unlike most sub-national govern- 
ments, the states are not bound by the U.S. tax treaties. 

While I understand this is not within the committee’s jurisdic- 
tion, it would be helpful if members would promote the inclusion 
of the states in upcoming treaties. If this trend of taxation con- 
tinues, I am afraid not only will it discourage investment into the 
U.S., but it will jeopardize our tax treaty network and/or encourage 
reciprocal treatment by our treaty and trading partners. 

In this regard, a proposal to deal with the growing problem has 
already been introduced. I ask that you review and support the 
Business Activity Tax Simplification Act of 2011, which is currently 
before the House Subcommittee on Courts, Commercial, Adminis- 
trative Law of the House Committee on the Judiciary. 

As a U.S. citizen, I think it important for the United States to 
create a competitive environment to attract and maintain invest- 
ment by a competitive tax regime, as well as ensure fairness and 
certainty in our tax rules and administration. We should put the 
welcome mat out for investment in an affirmative, proactive man- 
ner. 

As the committee moves forward in considering reforms to the 
tax system, I urge that you do so in a non-discriminatory way that 
maximizes job-creating investment in the United States. 

Thank you for thoughtfully framing this discussion. I am happy 
to respond to any questions. 

[The prepared statement of Mr. Spitzer follows:] 
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Written Testimony of 
Alexander Spitzer 

Senior Vice President - Taxes, Nestle 
Before the 

Subcommittee on Select Revenue Measures 
Committee on Ways and Means 
United States House of Representatives 
June 23,2011 

Good morning. My name is Alexander Spitzer. Mr. Chairman, I am grateful for this 
opportunity to share with the Committee my personal views on international tax policy 
as it relates to U.S. operations of multinational firms and, in particular, any impediments 
that may serve as a barrier to attracting international investment Into the U.S. 
manufacturing base. 

I am Senior Vice President - Taxes for Nestle in the U.S. and have held the top tax job 
in the company for the last 26 years. Also, from 1 996-2002, I served as President of the 
Organization for International Investment (OFII) and I continue to serve on OFII's 
Executive Committee. 

As the top tax executive for a major U.S. subsidiary of a Swiss-based multinational and 
as long-time President of the inbound investment community’s leading association, I 
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believe that I have a unique perspective to offer the Committee today. Thank you for 
inviting me. 


Nestis in the United States 

Nestle, a Swiss public company, is the world’s largest food company with sales over 
$100 billion and was established in 1866 (50 years before the enactment of the U.S. 
federal income tax). For more than 1 10 years, Nestle has been insourcing into the U.S. 
and investing in American factories, jobs and businesses. Our first factory in the U.S. 
was built around 1900 in upstate New York to produce chocolate products. Nestle 
manufactures in the U.S. a large range of products including Stouffer's & Lean Cuisine, 
Gerber, Jenny Craig, PowerBar, Hot Pockets, Poland Spring. Deer Park, Edy's & 
Haagen-Dazs Ice Cream, Butterfinger, Crunch, Libby's Juicy Juice, Nescafe Coffee, 
Coffee-Mate, DIGIORNO Pizza, also Pet Food’s Friskies, Alpo, Purina, and Beneful. 

We have a total of 51 ,000 employees at 85 manufacturing facilities, and 7 U.S. R&D 
centers, Nestle’s U.S. manufactured product sales approximate $28.0 billion annually, 
including $600 million in exports. 

Nestle in the U.S. has been consistently ranked by Fortune magazine as the # 1 
consumer foods products company in the industry. Our Pel Food Company, Purina, is 
one of 7 companies in 2010 winning the Malcolm Baidrige Quality Award. 

Excluding acquisitions, we have invested approximately $5.5 billion over the last 6 years 
in M&E and factories in our U.S. businesses. For example, we have recently completed 
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a $650 million factory investment in Anderson, Indiana making aseptic packaged 
beverages like NesQuik and Coffee-Mate. Gerber has recently opened a call center in 
Muskegon. Michigan (not India) and also invested in a $90 million expansion in its Fort 
Smith, Arkansas factory. And, Nestle Purina has recently installed the largest solar 
renewable power system in Colorado at its Denver PetCare plant ... if it works well ... 
we wifi continue to make such investments at other plants. 

Some of our other U.S. facilities include our Dublin, Ohio Quality Assurance Center 
employing approximately 115 people; our Franklin Park, Illinois chocolate factory 
employing approximately 750 people; our Itasca, Illinois Willy Wonka candy factory 
employing 300 people and our Dallas, Texas Water Production company which employs 
approximately 250 people. 

When Nestle acquires a business, we usually maintain current management and 
increase Investment and expansion rather than cut costs or dismantle the business. 
This approach is more common with cross border acquisitions than domestic-to- 
domestic acquisitions, in which there is more often redundancy and, therefore, a higher 
likelihood of layoffs. For example, after we completed our Dreyer’s acquisition, we 
invested over $100 million in expanding our Bakersfield, California plant making it the 
largest ice cream factory in the world. 
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Disincentives and Impediments to investing in the United States 

There has been much discussion of the U.S, corporate tax rate and its impact on the 
country's abiiity to compete for giobai investment. There is no doubt that a lower rate 
and a more transparent tax code would make the U.S. more competitive for investment 
from abroad. The rest of the world is moving towards lower rates; simply put, the U.S. 
must do the same. However, I also want to highlight a number of other areas of 
particular interest to my business community. 

The ability of the inbound business community and Nestle itself to deduct ordinary and 
necessary business expenses related to investment such as interest and royalties for 
both federal and state purposes is of great concern and weighs heavily on our 
investment decisions. Not only are inbound companies singled out (as opposed to 
U.S. -headquartered companies) with regard to restrictions on the deductibility of debt 
service via Section 163{j), recently there seems to be a coordinated IRS effort to audit 
dozens of inbound companies with regard to debt/equity type issues although there is 
no indication of any abuse. 

Despite the fact that a 2007 Treasury report found no evidence of wide-spread abuse 
with regard to Section 163(j), there is still much uncertainly regarding further restrictive 
legislation in this area. This uncertainty weighs heavily on investment decisions. 
Various legislative proposals concerning corporate residency rules, treaty overrides, as 
well as IRS administrative practices also contribute to the climate of uncertainty. 
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With regard to the states, in many cases they seem to be bent on condiioting their own 
individual foreign fiscal policy. Many states have enacted legislation to deny the 
deduction of interest and royalties paid to foreign parent companies, even those 
headquartered in treaty countries. At great effort, OFII has educated many such states 
on the importance of including freaty exceptions that ensure the state is aligned with 
U.S. tax treaty obligations. 

However, many states are now attempting to bring foreign parent companies and 
affiliates, who have no physical presence in the U.S., into their states for tax purposes. 
This would violate the federal and treaty rules concerning permanent establishments, 
but unlike most foreign sub-national governments, the states are not bound by U.S. tax 
treaties. 

It would be helpful if the Committee would use its best efforts to promote the inclusion of 
the states in upcoming treaties. If this trend of state taxation continues, I'm afraid not 
only will it discourage investment into the U.S,, but it could jeopardize our tax freaty 
network and/or encourage reciprocal treatment by our treaty and trading partners. 

in this regard, the enactment of the 8ATSA bill (The Business Activity Tax Simplification 
Act of 201 1 - H.R. 1439) before the House Subcommittee on Courts, Commercial and 
Administrative Law of the House Committee on the Judiciary would be important so as 
to limit the states’ application of “economic nexus" theories to foreign companies which 
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have no physical presence in the U.S. (link to bill text: 
ht!p://www.gpo.gov/fclsys/pkg/BILLS-112hr1439lh/pdf,'BILLS-1 12hr1439ih.pdf). 

As a U-S. citizen, I think it important for the United States to create a competitive 
environment to attract and maintain investment via a competitive tax regime as well as 
ensure fairness and certainty in our tax rules and administration. We should put the 
welcome mat out for investment in an affirmative, proactive manner. 

As the Committee moves forward in considering reforms to the tax system, I urge you to 
do so in a non-discriminatory way that maximizes job-creating investment in the United 
States, Thank you for thoughtfully framing this discussion. I am happy to answer any 
questions. 
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Chairman TIBERI. Thank you, Mr. Spitzer. 

Mr. DRAILLARD. 

STATEMENT OF CLAUDE DRAILLARD, CHIEF FINANCIAL OFFI- 
CER, DASSAULT FALCON JET CORPORATION, LITTLE FERRY, 
NEW JERSEY 

Mr. DRAILLARD. Good morning. My name is Claude Draillard, 
and I am the chief financial officer of Dassault Falcon Jet Corpora- 
tion. Thank you for inviting me to testify this morning. 

Dassault Falcon Jet Corporation — DFJ, in short — is a fully- 
owned U.S. subsidiary of Dassault Aviation, a French business air- 
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craft manufacturer which is a major player in the global aviation 
industry. 

Since 1972, DFJ’s operations have grown from a small sales of- 
fice in New York City to a company with 7 locations throughout the 
United States. DFJ and its subsidiaries currently employ a staff of 
over 2,500 workers in the U.S., and is a major provider of jobs, 
mostly in Arkansas, New Jersey, and other states. DFJ also has of- 
fices in nine other states. And as the business aircraft market is 
a global market, we also operate a number of sales offices inter- 
nationally. 

DFJ and its subsidiaries in the United States are operating in 
the following lines of business for Falcon aircraft: sale of new and 
pre-owned for the United States, Canada, Mexico, South America, 
Pacific Rim, and Asia; outfitting and customization of the vast ma- 
jority of Falcon aircraft, including engineering, and this includes 
Falcon aircraft sold outside of DFJ’s territory; some research and 
development work for cabin and cockpit options, either as in-pro- 
duction installation or as after-market installation; and all after- 
market services, such as sales and repair of spare parts. 

DFJ provides quality, high-salaried jobs throughout the United 
States. The nature of DFJ’s business requires the employment and 
training of highly-skilled professionals in all locations: engineers, 
pilots, support engineers and technicians, aviation mechanics, but 
also CPAs and other types of professionals. 

DFJ also provides indirect employment all across the United 
States through a network of suppliers of all sizes, including divi- 
sions of major equipment manufacturers, such as United Tech- 
nologies, as well as local vendors that help provide flexibility to our 
production operations. 

Because business aviation is a high-tech, highly regulated indus- 
try with very demanding customers, continued investment in tech- 
nology and facilities is necessary to operate a long-standing profit- 
able company. DFJ has a history of reinvesting the cash generated 
by its American operations back into the United States in the form 
of new technologies and production upgrades, rather than distrib- 
uting dividends to its foreign parent. 

This trend has allowed DFJ to make additional investments in 
the U.S. DFJ’s average capital expenditure, excluding R&D, in the 
last 10 years has been in the vicinity of 15 million per year, ena- 
bling the company to expand its Little Rock, Arkansas, operations, 
enhance its maintenance operations, and invest in new IT tools and 
other product life cycle management tools. 

With the globalization of the economy, the relative weight of the 
United States market in new orders for new and pre-owned aircraft 
has decreased. Even though it remains a significant market in 
number of units, the U.S. is no longer a growing market, but most- 
ly a mature renewal market. 

Like everyone else, DFJ is navigating the current economic un- 
certainties and the dramatic changes in world economic powers. In 
this fragile time of recovery and economic change, an array of un- 
certainties in U.S. tax policies and regulations add obstacles to 
growth and new investment. In addition to the U.S. corporate rate 
already being the second highest in the world, there is concern of 
a rising direct and indirect tax burden for U.S. businesses. 
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At the same time, some emerging countries are experiencing 
budget surpluses that increase their ability to provide ever bigger 
tax incentives. In anticipation of this, businesses are asking them- 
selves, “Should we keep investing in the U.S. when the country’s 
economy does not seem to be recovering quickly? Should we look 
to move where countries are providing tax incentives for invest- 
ment?” 

Will current provisions to encourage investment and job creation 
be able to survive, such as R&D credit and domestic manufactur- 
er’s deduction, to provide some measure of relief? 

At the same time, U.S. tax regulations, along with IRS an- 
nouncements and private letter rulings, have reached a new level 
of complexity. Interpretations are becoming ever more difficult to 
understand and reconcile. Disagreement in the reading of tax regu- 
lations and provisions has significantly lowered the pace of trans- 
action between parties. 

Another layer of complexity is added when state tax legislation 
comes into play. For structured transactions such as international 
leases of business aircraft, a number of elements need to be ana- 
lyzed on top of federal tax issues, states question the validity for 
them of tax treaties. State sales tax, use tax, and income tax provi- 
sions make certain types of transactions extremely costly. 

The business aviation industry is geographically shifting. While 
DFJ is committed to its United States investments, there is in- 
creasing incentive to look elsewhere to deploy our resources. Need- 
less to say, predictable, pro-growth tax policy and simplification of 
federal regulations would make it more attractive to maintain our 
investment in the United States. 

I will be happy to answer any of your questions. 

[The prepared statement of Mr. Draillard follows:] 
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Good Morning. My name is Claude Uraiilurd and 1 am ihe Chief l inaneiai Officer of Dassault 
Falcon Jet Coiporation. Thank you for inviting me to testify- this morning. 

Dassault. Falcon Jet Corp. (DFJ) is a fully owned U.S. subsidiary of Dassault Aviation S.A.. a 
French business iind military aircrall manufacturer, which is a major player in ihc global aviation 
industry. 

Since 1972, DF.fs operations have grown from a small sales office In New York (Jty to a 
company with seven locations throughout the Lf.S. DFJ and its subsidiaries currently employ a 
staff of over 2.500 workers in ihe U.S. and is a major provider of jobs in Arkansas, New Jersey, 
Delaware, Florida, Nevada, and Idaho. 

DFJ also has oUkes in nine oilier Slates in order to service all customers {Utd prospects in the 
LLS. In addition, as the business aircraft market is a global market, DFJ operates a number of 
sales offices internationally. 

DF.l and its subsidiaries in the United States are operating in the following lines of business for 
Falcon aircrati: 

• The sale of new and pre-owned aircrall for the United Stales, Canada, Me.\ico, South 
America, the Pacillc rim and .Asia: 

• Tire outlitiing and eustoraizalion of the vast majority of Falcon aircraft., including iho 
related engineering. Tins includes Falcon aircraft sold outside of DFJ’.s territoty; 

• Some R&D for cabin and cockpit options either as in-produclion installation or as 
afiennarkel insiallaiion: 

• The sale, exchange and repair of spare parts; 

• Tire technical su.pj)ort of l.hc in-scrvicc fleet:; ajul, 

• The maintenance of in-service aircraft. 

Dl’J provides quality, high-salaried jobs throughout the U.S. I'hc nature of Dl'J\s business 
requires the eiuploynnent and training of highly-.skilled professionals in all locations: engineers, 
pilots, support engineers and technicians, aviation mechanics but also CPAs and other types of 
specialized professionals. 
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DU also provides indirccl employment all across the United Slates through a network of 
suppliers of all sizes, including divisions of major equipment manufacturei's like United 
Technologies as well as local vendors that help providing tlcxibiliiy to production operations. 

Committed to Reinvesting in the U.S. 

Because busines-s aviation is a high-tech, liighly regulated industry' with very demanding 
customers, continued investment in technology and facilities is ncccssarv'’ to operate a long- 
standing, profitable company. 

DFJ has a history of reinvesting the cash generated by Its American operations back into the U.S. 
in ihe form of nevv technologies and production upgrades, rather than d rslributing div idends lo its 
foreign parent company. This strategy has allovved DFJ to make additional investments in the 
U.S. Ulr'.rs average capital e.spendilure in the last 10 years has been in the vicinity of S15 
minion per year, enabling the company to; 


• lixpand its Little Rock, AR pruduciion and engineering site (new lingincering wing of 
1 2,000sqft built in 2007 after rebuilding a 1 5,600sqft Engineering area); 

• Enhance Its maintenance operations (acquisition of Arlarttic Aviation in Wilmington, DF 
in 200 1 ; new service center opened in Reno, NV iit 2009); and, 

• Invest in new IT tools and other Product Lifecycle Management (PLM) software. 

DFJ and the Global Economy 

With the globalization of the economy, the relative weight of the U.S. market in new orders for 
new and pre-owned aircraft has decreased. Even though it remains a significant market in 
numbers of units, the U.S. is no longer a growing market but mostly a mature renewal 
market. The recent ecoiioinic downturn has ampliftetl this trend., which began as early as the 
second halfof 2004 for our company. 

This dramatic globalizalion of our business has changed DFJ's existing customers’ behavior and 
has also opened tlie door to new customers, mostly outside of the U.S. 

Customers that are either new to business aviation or to the high-end part of the market present 
new' cliallenges for our company. Most of these new customers are located in areas where 
infrastructure is scarce tmd technical knowledge and skills are either rare or iion-e.xistent. 

Ihis scarcity of operational resources has created tin incentive for all business aircraft 
manufticturcrs to seek local organizations capable of providing these services. However, as 
fleets are still relatively small, it is almo.st impossible tor new service providers to be profitable 
in those locations. Therefore, manufacturers have been tempted to re-allocate (heir resources 
(human, technical and financial) to those areas outside of the United States. 

DFJ has chosen to keep the United Slates as the main center of its operations for those secluded 
or little equipped areas, even though our customer base is moving overseas. This market 
pressure has been enhanced by the economic dovvnturn: .shareholders have questioned why DEJ 
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is stiil investing in its U.S. operations when the markel for new airerafl has shifted to countries 
like Brazil, Russia, India and C'hitia. 

Challenges for DFJ ‘s Growth and Additional U.S, Tnvestnient 

Like cver>'onc else, Dl-J is navigating the current economic imccrtamties and liic dramatic 
changes in world economic powers. 

In this fragile time of recovery and economic change, an array of uncertainties in U.S. lax 
policies and regulations add obstacles to growth and new’ investment In addition to the U.S. 
corporate rate already being the second highest in the world, there is concern over rising direct 
and indirect lax burden for U.S. businesses, At ibe same lime, some emerging countries are 
experiencing budget surpluses that increase their ability to provide ever bigger tax incentives. 

Tn anticipation orihis, businesses are asking themselves: 

• Should wc keep investing in the U.S. when the country’s economy docs not seem to be 
recovering quickly? 

• Should we look to move where countries are providing tax incentives for investment? 

• Will current provisiotis to encourage investment and job creation be able to survive (i.e. 
R&D credit, Domesiic Manulacturers Deduction, etc.,.) lo provide some measure of 
relief? 

At the stunc time, U.S. tax regulations, along with IRS pronouncements and private letter rulings, 
have reached a new level of complexity. Interpretations are becoming ever more difficult to 
understand and reconcile. Disagreement in the reading of tax regulations and provisions has 
significantly lowered the pace of n-ansactions between parties. 

For instance, the current accelerated depreciation mechanism (also known as “bonus 
cleprecitilion”) has a number of criteria lo qualify for the said accelerated 
depreciation. Structuring the financing of new aircratl; transactions so that both the linancing 
institution and the end user beneth from the bonus depreciation requires an unprecedented effort 
and number of people involved. Tliis ha.s increased the cost of the transaction to a point where 
discussions on the price appear to be relalively simple and straightforward. 


Another layer of complexity’ is added when State tax legislation comes into play. For structured 
transactions such as international leases of business aircraft, a number of elements need lo be 
analyzed on lop ol' Federal lax issues: 

• Some States question the validity for tJicni of tax treaties that bind the Federal 
government and foreign governments 

• Slates sales tax, use lax or income tax provisions make certain type of transactions 
extremely costly and'or cumbersome. Therefore, business aircraft transactions tend to be 
concluded and closings take place in other States that provide, from a tax legislation 
slandpoini, either clearer rtiles and/or more stability in their rules or better tax conditions, 
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Conclusinn 

The business aviation industry is geogriiphically shilling. While DFJ is coirimilted to its U.S. 
invcsLmcnl, there is increasing incentive to look elsewhere to deploy our resources. Needless to 
say, predictable, pio-grovvlh Ul\ policy and simplification of federal rcgLilalions would make it 
more attractive to maintain our invcstmcni in the United States. 
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Chairman TIBERI. Thank you, sir. 

Mr. DeBoer, you are recognized for 5 minutes. 

STATEMENT OF JEFFREY DEBOER, PRESIDENT & CHIEF EX- 
ECUTIVE OFFICER, THE REAL ESTATE ROUNDTABLE, ALEX- 
ANDRIA, VIRGINIA 

Mr. DEBOER. Thank you, and good morning. My name is Jeff 
DeBoer, I am president and CEO of the Real Estate Roundtable. 

President Obama had it correct earlier this week when he said 
investments by foreign-domiciled companies and investors create 
well-paid jobs, contribute to economic growth, productivity, and 
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support American communities. Unfortunately, the reality is, in 
the case of foreign capital investment and U.S. commercial real es- 
tate, our current laws significantly discourage the type of job-cre- 
ating economic growth that the President was touting. 

America needs to be able to compete globally for investment cap- 
ital for all types of positive economic activities. And today that sim- 
ply isn’t the case when we compete globally for capital for our real 
estate markets. 

Our commercial real estate markets historically have been very 
positive contributors to economic growth. Healthy commercial real 
estate markets provide jobs in construction, design, management, 
architecture, and many other areas. Strong real estate values pro- 
vide the resources through property tax payments and transfer fees 
to fund local budgets and pay for roads, police, and education needs 
that we all think are essential to healthy communities. 

But today, while some commercial real estate markets have 
started to come back, most markets nationwide remain deeply trou- 
bled. They are marked by very weak property values caused by ex- 
cessively high unemployment, the lack of business expansion, and 
extremely low consumer confidence. 

In addition, large amounts of commercial real estate debt are 
maturing. But because of steep property declines and restrictive 
credit availability, trillions of dollars of commercial real estate debt 
nationwide will not be able to be refinanced without large infusions 
of equity capital. The resulting burden on our nation’s banking sys- 
tem, particularly community banks, is inhibiting small business 
lending and holding back job creation. 

Everyone in my industry asks, “Where will the capital come from 
that is needed to rebalance our loans?” One source that is ready 
and willing is foreign-based capital. However, while ready and will- 
ing to invest, this capital is essentially not able to invest, because 
the Foreign Investment in Real Property Tax Act, FIRPTA, make 
it highly undesirable, economically and administratively. 

FIRPTA is a discriminatory tax. It only applies to foreign inves- 
tors in U.S. real property. The 35 percent FIRPTA tax, combined 
with state and local taxes, and frequently with the branch profits 
tax, results in a foreign investor paying a tax as high as 54 percent 
on capital gain. 

In addition, the administrative burdens and cost associated with 
structuring investments in U.S. real estate is significant. No other 
asset class faces this tax. 

A report by University of California professor Ken Rosen found 
that reforming FIRPTA would unlock billions of dollars in invest- 
ments into U.S. commercial real estate. This is capital that is cur- 
rently sitting on the sidelines or, more likely, going to other coun- 
tries that have more favorable tax rules. 

The time has come and gone for FIRPTA. Frankly, it should be 
repealed, and perhaps you can do that in tax reform. There are 
meaningful, cost-efficient reforms that can and should be made 
now, however. We are pleased that Congressman Brady and Con- 
gressman Crowley and other Members of the Committee are work- 
ing on legislation to make two simple meaningful changes. 
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First, the existing small shareholder exemption for foreign in- 
vestments in publicly-traded REITs should be doubled from 5 to 10 
percent. 

Second, an IRS notice called 2007-55 should be withdrawn. Ac- 
tion in this area would significantly help smaller markets, where 
capital is most needed. This latter point on the IRS notice does not 
require legislation; Treasury could do it now with the stroke of a 
pen. In this regard, we strongly support efforts that Mr. Crowley 
and Mr. Brady and others on the committee are making to urge the 
Treasury to review this notice, and hopefully withdraw it. 

One other significant issue concerns foreign investment in U.S. 
debt. There are significant confusions regarding when a foreign 
source capital can invest in debt in America and restructure that 
debt. It would be very helpful to have these guidelines straightened 
out and made more clear. 

These simple reforms would spur billions of dollars in foreign in- 
vestment in U.S. real estate debt and equity. This type of invest- 
ment would significantly help stabilize troubled lending markets. It 
would help create jobs. It would help move our economy forward. 
Importantly, the end result would be to make our nation globally 
competitive for capital looking to invest in real estate. 

Thank you for including our point of view in today’s hearing, and 
I look forward to responding to any questions you have. Thank you. 

[The prepared statement of Mr. DeBoer follows:] 
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STATEMENT OF 
JEFFREY D. DEBOER 
ON BEHALF OF 

THE REAL ESTATE ROUNDTABLE 


INTRODUCTION 

Cliaimian l iberi and Members of the Subcommittee on Select Revenue Measures of the 
('omrnittee on Ways and Means, the Real Estate Roundtable is pleased to submit this statement 
for the record of the hearing on June 23, 2011 regarding the impoitance of foreign direct 
investment lu the U.S. economy, and how tax reform might affect foreign-hcadquarlered 
businesses that invest and create jobs in the United States. The Roundtable represents the 
leadership of die nation’s top privately owned and publicly held real estate ownership, 
development, lending and management firms, as well as the eleeled leaders of Ihe 17 major 
national real estate industry trade associations. Collectively, Roundtable members hold 
portfolios containing over 5 billion square feet of developed property valued at over SI trillion; 
over 1.5 million apartment units; and in excess of 1.3 million hotel rooms. Participating 
Roundtable trade associations represent more than 1.5 million people invol ved in vinually every 
aspect of the real estate business. More infomiation on The Roundtable can be found at 
wvvw.rcr.ora . 
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This statemeni will address die acute need for increased foreign investment in D.S. real 
estate, and the critical role that tax reform plays in encouraging this investment. The Roundtable 
couldn't agree more with President Obama's June 20''' statement that, ‘'jijnvestmcnts by 
foreign-domicilcd companies and investors create well-paid jobs, cuntributc to economic 
growth, boost productivity, and support American cominiinities.’' The U.S. las. system plays 
a critical role in either encouraging or deterring this investment. The Roundtable applauds the 
Subcommittee for recognizing this fact, and for considering proposals for simple changes to our 
tax code that can make investment in the U.S. more attractive to foreign investors, which in turn 
wdll create jobs in The U.S. 

L St VIMARY AND ECONOMIC BACKGROUND 
A. Summary of Current Conditions 

• The commercial real estate market is in dire need of new etiuitv investment 
ill order to preserve and create lobs . The coinmerdal real estate market in the 
U.S. is still reeling from Uie economic turmoil and precipitous drop in real 
property values of the past few years. A significant number of jobs in the industry 
(and associated with the industry) have been lost, and many remain at risk. An 
infusion of equity capital is sorely needed in order lo bridge the financing gap 
faced by maiiy properties, facilitate redevelopinem and new construction, and 
restore jobs to the industr)'- 

• FIRPTA acts as a significant deterrent to forei£n equity investment in U.S. 
real property . The Foreign invcsiment in Real Property Tax Act (‘’FIRPTA’') 
presents an onerous tax and administnitive burden to foreign investors in U.S. real 
property companies, a burden not borne by foreign investors in any other U.S. 
asset class. 

• Uncertainty as to tbc application of section 864 Inhibits foreitm investment in 
U.S. debt Current uncertainty as lo when an investment in U.S. debt will be 
treated as a U.S. trade or business of the foreign investor discourages foreign 
acquisitions of U.S. debt, thereby exacerbating the constrained credit markets 
faced by U.S. real properly owners. 

K. Recommendations 

• FIRPTA should be repealed in its entirety . FIRPTA lias succeeded beyond its 
enactors wildest dreams in discouraging foreign investment in U.S. real property. 
Tt is a deterrent lo foreign investors, an adminislralive drain on U.S. corporations 
and Oieir ibreign investors, and without policy justiticaiioii. If budgetary 
consfiaints were not a factor, the Roundtable would recommend that FIRPTA be 
repealed in its entirety now. 

• Measured, cost-effective FIRPTA reform will encourage increased 
investment in U.S. real oropertv . By expanding the MRP’fA exception 
currently applicable io 5 percent shareholders in publicly-traded real estate 
investment trusts (“REITs”) to 10 percent shareiiolders, foreign investors will be 
able to significantly increase investment in U.S. real property. In addition, 
clarifying that REIT liquidating distributions are treated as sales of stock w-ill 
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relieve the ciinent iiiicenainty as to the U.S. tax ireamieni of these distributions, 
aitd encourage greater foreign investment in the U.S. commercial real estate 
market, particularly in .smaller real estate markets. 

• Potentiai foreign investors in U.S. debt need the U.S. Treasury Department 
and internal Revenue Service to issue guidance regardint; what constitutes a 

trade or bHsiiiess.” Foreign investors in U.S. debt securities currently face 
significant uncertainty as to how to structure their debt investments without being 
treated as engaged in a U.S. trade or business. The Treasury Department and the 
IRS have been repeatedly petitioned to issue guidance, but have yet to do so. 
Providing guidelines for foreign investors would attract significant foreign 
inveslment into U.S. debt, providing some relief for U.S. borrowers in the current 
tight credit markets. 

• No position being advocated In this statement will alter the current review 
process in place for foreign Investment in our nation critical Infrastructure . 

The tax reform measures we are proposing will in no way affect alter or weaken 
llie laws governing foreign inveslrnenl in critical infrastructure within the U.S. 

• Now is the time to act . The commercial real estate market is under stress now. 
The people dependent on jobs in this marker need work now'. Now is the time to 
take affirmative action and induce greater foreign investment into the U.S. 
commercial real estate market. As summarized in a i^qinn by The Rosen 
Coiisiiliing Group, reTorming FIRPTA would “unlock billions of dollars in 
investible capital into the coiiunercial real estate market.’’ ' This infusion of equity 
would provide the capita! needed to finance maintenance, upgrades and new 
developments and employ the lliousands of people working in this industry. 

C. Economic Background 

The U.S. commercial real estate market, plummeted into crisis by the economic upheaval 
of the past few- years, remains vulnerable to further economic stress. While many of the large 
“gateway" markets are beginning to recover, the remainder of the commercial real estate markets 
continue to be deeply troubled, contributing to the chronic unemployment in the country, as Jobs 
relating to commercial real estate have been lost and have not returned. Property values have 
declined over the past three years (approximately 30-50% from 2007 peak to trough), such that 
.some estimate that approximately half of all commercial mortgages are thought to be underwater, 
while nearly SI. 5 trillion in commercial real estate loans w'ill come due in the next four years. 
As outstanding loans mature, properly owners will have difliculty retlnancing in the current light 
credit markets, particularly in light of decreased propeity values, forcing many propeities into 
default. The sustained financial pressure on property ow'iiers and lack of credit availability has 
led to deferral of maintenance and upgrades on existing properties, while development of new 
projects has trickled to a standstill, all resulting in a significant loss of Jobs. 


Rosen, Kenneth I . ct ai., '^h'iRP't'A Reform: Key lo Reviving Commerciul Real Rosen t.'onsulting Ciroilp, 

Mai'c!t2010, 
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The poieiiltal for commercial real estate defaults to derail a Iragile economic recovery, 
particularly in non-gateway markets, and lead to even fnilher job losses, bank closures and 
basjTies.s retraction is very real. I he need to address the issue is imperative. The real estate 
commimiLy is in agreement that increased equity investment will be a crucial measure in 
preventing foreclosures, by providing real estate owners with the capital necessary to bridge tlie 
gap between financing available and maturing debt. There is cottsensus that a tremendous 
amount of potential equity investment capital is in the hands of foreign investors. This 
signiKcant source of equity capital is needed in the U.S. now. 

Preventing a wave of defaults in the commercial real estate market is intrinsically linked 
to preserving Jobs and the general ecomnnic health of communities. 11ic Congressional 
Overeiglii Panel’s February 20 1 0 report “Commercial Real Estate Losses and the Risk lo 
Financial Stability” emphasized the link between the crisis in commercial real estate and the risk 
to greater Job losses, stating: 

Approximately nine millioii jobs are generated or supported by commercial real 
estate including jobs in construction, architecture, interior design, engineering, 
building maintenance and .security, landscaping, cleaning services, management, 
leasing, inve.stmcnt and mortgage lending, and accounting and legal seivices. 

Projects that are being stalled or cancelled and properties with vac<mcy issues are 
leading to layoffs.. .The fewer loans that are available for businesses, particularly 
small businesses, w'ill hamper employment growili... 

The report makes clear that commercial property failures lead to a “downward spiral” of 
economic ramifications, paiticularly job losses. Measures to bolster the commercial real estate 
market will have a direct impact on the various cmploymicnt sectors linked to commercial real 
estate. Increased equity investment in commercial real estate will provide real property'’ owmers 
with much needed capital to successfully refinance maturing loans and engage in new projects 
and improvements to existing properties. Tn sum, providing commercial properly owners with 
this much needed capital would benefit local communilies by: 

• Preserving jobs tied to commercial real property as property owners tire able to 
refinance loans and mainlaiu ownership of properties 

• Bolstering demand for employmeni in llie construction and business maintenance 
fields as property ovvners perform delayed upkeep and upgrades 

• As concerns regarding possible commercial mortgage defaults are Tcduced, banks will 
have greater breatJutig roojn to provide small businesses with access to credit, expand 
their businesses and make new hires 

Commercial real estate is intricately connected with the fate of our economic recovery^, 
both locally and nationally. Encouraging greater foreign investment into the real estate market 
will stimulate job creation and preservation in a critical sector of our economy. 
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11. CiKWiM Tax RuuiS Discoui<a<ji£ FoRLJ^;^ L\ vksimljn i in lf.S. Rical PKOi’tia v 

A. Taxation under FIRPTA 

FIRPTA is a discriminatoiy tax regime. It is applicable only to investors in U.S. real 
properly. It imposes a higlier tax cost on gains from real property, even gains from passive 
investments, than that imposed on gains from any other type of U .S . asset. 

FIRPI A treats any gain or loss realized by a foreign investor in a "l/.S. real property 
interest” as Ihough the gain or loss were efiectively connected to a l.LS. trade or business, and 
taxes such gain or loss in the same manner as a U.S. resident would be taxed. The Leim ‘“U-S. 
real property inleresl” includes real properly located in the United Slates as well as interests in 
any ‘U.S. real properly hoidirjg corporation.” A “U.S. real properly holding corporation” is 
generally any corporation whose investments in U.S. real properly interests equal or exceed 50 
percent of the fair market value of the corporation's assets. In summary, under FIRPTA, foreign 
investors are subject to U.S. lax on the disposition of shares in a U.S. corporation holding U.S, 
real property, as well as gains realized from direct investments in U.S. real estate. 

Foreign investors in qo other type of U.S. corporation are subject to U.S. ta.x on a sale of 
that corporation’s stock. In fact foreign investors are subject to U.S. tax on capital gains only 
where those gain relate to real property, effectively punishing foreigners for investing in U.S. 
real estate, rather than, for example, a U.S. pharmaceutical company. It is unclear what purpose 
this serves, other than exacerbating the economic distress of a struggling indushy. 

The taxing regime established by FIRPTA is enforced through complex withholding and 
reporting obligations. Any transferee of a U.S. real property interest Ifom a foreign transferor is 
generally required to witlihold 10 percent of the transferor's amount realized on die sale, in order 
TO administer this obligation, every U.S. corporation is required to establish wdiether or not it is a 
U.S. real property holding corporation. FIRPTA thus presents an administrative burden to U.S. 
corporations, as well as a financial burden to tlieir foreign investors. 

In addition, FTRPT.A presents formidable barriers even beyond the FIRPTA taxes 
themselves. Any investor that is caught in the FIRPTA trap must file a tax return with the IRS, 
which is not required for any other stock investment and which by itself turns away a substantial 
number of non-U.S, investors. Compounding these barriers is that FIRPTA also subjects the non- 
U.S. investor to state and local tax return and tax obligations (again, unique for investors in 
equity stocks) and in many situations activates the "branch profits" tax, thus triggering an 
effective federal tax rate as high as 54 percent on these equity investments. 

B. The application of FIRPTA to interests in corporations discourages investmeiit in 

U,S. real property 

Foreign investors in U.S. real property tyTDically invest in such property through a U.S. 
corporation. By taxing gain realized on stock in U.S. corporations holding U.S. real property, 
FIRPTA creates a false dichotomy between investments in LI.S. corporations holding U.S. real 
property and corporations engaged in any other type of activity. As noted above, foreign 
investors in U.S. corporations are not subject to capital gains tax upon the disposition of stock 
except where that company holds the requisite percentage of U.S. real property. Moreover, due 
to the complexity and in many cases uncertainty of determining whether the .specified percentage 
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is achieved, many U.S. corporations camiol deiemiine with coniidence whether FUIPTA applies 
to ow'oership of their shares, leading to conflising public disclosure, inefficiency and wasted 
resources, and inadvertent noncompiiance. U.S. coqTorations in a variety of fields, from hotel 
chains to oil and gas companies, as well as other real estate companies, are iherelbre less 
allraciive irivesLmenis to foreign purchasers than, for example, U.S. computer software 
companies. This limits the universe of potential foreign buyers of, or investors in, U.S. 
corporations with a real property-based business. 

In the absence of reform, potential foreign investors in U.S. corporations holding U.S. 
real estate may, in light of the application of KIRP'fA to their eventual disposition of such 
interests, continue to invest elsewhere - either in real property in countries with less onerous la.\ 
regimes, or in other types of U.S. corporations. This preference for other U.S. a.ssets is 
evidenced by the percentage of certain types of U.S. assets held by foreign investors - 49 percent 
of U.S. government securities and 16 percent of corporate stocks are held by foreign investors, 
while only 5 percent of commercial real estate is held by foreign investors. 

.As stated above, and vvili be stated again, the U.S. commercial real property' market needs 
an infusion of equity at this time, not a tax regime that deters foreign invc.strncnt. 

C. FIRPTA leads to an inetfieient allocation of resources 

FiRPTA leads to inelEcicnt allocations of capital by foreign owners of U.S. real property. 
Given the tax burden faced upon disposition of such property, foreign holders of U.S. real 
pro|’>erty may he overly influenced by U.S, tax considerations when deciding when to sell their 
U.S. real properly inleresis or how long lo hold them. Capital that might be more effectively pui 
to use via oUier investment opporltiiihies thus remains locked in U.S. real properties. Moreover, 
U.S. real properties that might be put to a more productive use in the hands of other owners are 
unavailable to prospective buyers. 

In addition, FIRPTA Is a highly complex provision, with interna! inconsistencies that can 
lead to very different tax resuits from minor differences in transactions. Foreign companies 
allocate excessive amounts of time and resources lo inlricaie tax-planning and restructuring, 
rather than productive business acuviiy, in order to avoid tripping FiRPTA. Companies that 
spend such significant amounts of time and money on FIRPT.A planning generally can plan 
around FIRPTA. In this way, FIRPTA has been reduced to a trap for the unwary - only the 
unsophisticated or poorly advised end up paying FIRPTA taxes, altltough signiftcant sums arc 
spent in avoiding it. 

I), Inequalities in the Code addressed by the U.S. real property holding corporation 

provisions of FlKF’l’.A no longer exist 

The legislative discussion surrounding the enactment of FIRPTA focused on the 
perceived need lo prevent foreign investors Iroin enjoying a lax advantage over U.S. investors 
when investing in U.S. real property. Specifically, the legislative liistory considered transactions 
in which a foreign investor could enjoy net basis taxation on income from an interest in U.S. real 
property, and then avoid capital gains upon the property's disposition. Prior to 1986, a U.S. 
corporation holding U.S. real property could sell the property and liquidate within a year of the 
sale. Under old section 337, tire corporation w’ould not recognize gain on the transaction (the 
"G eneral Utili ties doctrine"). Shareholders recognized capital gain on the liquidating distribution. 


7 



38 


but this gain was considered to be with respect to their stock. A foreign investor would not be 
subject to tax on capital gain arising from disposition of the stock, so the gain in the underlying 
real property sold prior to the liquidation escaped the U.S. tax system altogether. 'This concent 
motivated Congress to lax gain on the sale of shares in U.S. corporations holding U.S. real 
property and to disregard the Treasury sialeineni advisLig cigainsi the implemetUalioii of sucli a 
tax. 


Subsequent io FiRPTA’s enactment, however, old section 337 was repealed. Under 
current law. a corporation is required To recognize gain on tlie sale or distribution of property 
upon liquidation as though it had sold the distributed property for fair market value, thereby 
ensuring that U.S. tax is imp<ised on the gain inherent in the underlying real property. In other 
words, as a result of the repeal of the General Utilities doctrine, any gain from a liquidation is 
taxed twice: once to the liquidating firm and again to the stockholder. Thus, with tlie repeal of 
the Ge neral Utilities doctrine, the primary' tax policy concern Justifying U.S. taxation of gain on 
the disposition of an interest in aU.S. real property holding corporation is no longer relevant. 

K. Summary 

FIRPTA is an anomaly in the pattern of U.S. taxation of foreign investors; w'ith a few 
technical exceptions, FIRPTA is literally the only major provision of the U.S. tax code which 
subjects foreign investors to taxation on capital gains realized from investment in U.S. assets. As 
described above, FIRPTA acts a significant deterrent to investment in U.S. real property 
corporations, the costs of compliance arc prohibitive, and the policy justifications behind 
.FiRPTA’s enactment arc no longer relevant. In sum, FIRPTA is an idea tvhose time has come 
and gone, and, were it fiscally feasible, should be abandoned in its entirety. 

The Roundtable recognizes, however, that budgetary* constraints may make It difficult to 
repeal FIRPTA at tliis lime. Reasonable, cost-efficient reform is still possible, and the 
Roiuidtable strongly urges steps be talcen to address the negative effects of FIRPT.A and 
ameliorate the current pressure on the U.S. commercial real estate market. 

111. Reason.^ble Steps M ay be Taken to Increase Foreign Investment in U.S. Real 

Property 

The Roundtable wholeheartedly .supported the FIRPTA reform measures proposed in H.R. 
!i90l, the Real Estate Jobs and investment Act of 2010. which passed in the House of 
Representatives last .Inly by a vote of 402-1 1, and currently supports proposed legislation being 
promoted by Congressmen Kevin Brady (R-TX) and Joe Crowley (D-NY). The Brady/Crowlcy 
legislation proposes cost-efficient FIRPTA reform that will encourage foreign investors to 
significantly increase their ownership of U.S. real property through RKI Ts by expanding certain 
limited exceptions to the application of MRPTA, and by providing clarity regarding the U.S. tax 
irealtnenl of RETT liquidating dislribulions. 

X. Expand the 5% Shareholder Exception to 10% Shareholders in a REIT 

Presently, a foreign shareliolder owning frve percent or less of a publicly-traded U.S. real 
property company, including a RETf, is exempt from FIRPTA on a sale of the corporatioivs 
stock. In addition, a foreign shareholder owning 5 percent or less of a publicly-traded REIT is 
exempt from FIRPTA on the receipt of a capital gain distribution attributable to the sale or 
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exchange of a U.S. real properly interesl. Such a foreign shareholder neats all dividends Irom 
the REIT as ordinary' dividends. If a REIT dividetiid to a foreign shareholder is treated as 
ordinary pursuant to the 5 percent shareholder exception, the U.S. tax rate applicable to the 
dividend is deLennined with reference U> ihe U.S. tax treaty relevant lo the foreign shareholder. 
Under matiy U.S. lax treaties, if a foreign shareholder in a REIT owns 10 percent or less of the 
REIT, the foreign shareholder is eligible for a reduced treaty rate, typically 15 percent, on REIT 
ordinary dividends. 

Increasing the fIRPTA small shareholder exception from 5 percent to 10 percent 
shareholders in RKl’I's would attract significant new investment into the U.S. Many overseas 
investors considering global real estate investments currently limit their investments in the U.S. 
to remain within the 5 percent FTRPTA limitation. For example, there are billions of dollars 
invested in funds benchmarked to global real estate indexes for which the U.S. represents 
roughly a thiid of the total global index. Many of these funds refrain from investing more than 5 
percent in any REIT and losing the benefit of the exception, and thus arc underweighted in the 
U.S. with less than one diird of their capital invested in U.S. real estate. Increasing the 5 percent 
exception to 10 percent w-ould allow these funds to shift their global real estate allocation and 
directly increase their exposure to IJ.S, publicly-traded REI Ts. 

Under a few U.S, lax treaties, foreign investors investing in U.S. REITs through certain 
widely-held, publicly-listed, treaty-recognized mutual fund-type investment vehicles are also 
eligible for the 15 percent reduced treaty rale on REIT distributions. To be consisienl with U.S. 
tax treaties, die proposed reform clarifies that the exemption applies to Ibrei^i investors 
investing in U.S. REITs through such treaty'-recognized mutual hind-type investment vehicles. 
'I'hcse investment vchiclc.s arc similar to our mutual funds - they arc widely held by small foreign 
invesLors and provide a means for such investors to invest in U.S. REITs through a lainiliar, local 
entity. The U.S. tax treaties look tlirougli these vehicles because, as the U.S. Treasury Teclmical 
Explanation discussing one such provision states, *'llw tax henefm [of investing in an investment 
vehicle] are interuied to replicate the tax treatment of direct investment hy these unitholders.'' 
To ensure equal treatment with investors investing directly in a U.S. REIT, a foreign investor 
investing in a U.S. RRIT through a mutual flmd-type investment vehicle would only be eligible 
for the FIRP'I'A exemption if the foreign investor <3vvned 10% or less of the RETT. If a foreign 
shareholder owned more than 10% of a U.S. RETT (either directly or through a mutual fuTid-lype 
investment vehicle), die investor would be subject to full FiRPTA wiiliholdJng on REIT 
distribinions and on sales of the REIT stock. 

R Clarity that REIT Redemptions and Liquidating Distributions are Sales ofStock 

IRS Notice 2007-.55 (the "‘Notice'') presents another obstacle to foreign investment in U.S. 
commercial real property, and should be repealed. 

Tlie IRS asserted in ihe Notice that REIT liquidating distributions to foreign shareholders 
should be treated, to the extent attributable to gain with respect to U.S. real property, as capital 
gain distributions subject to FTRPTA. The Internal Revenue Code specifically states that 
amounts received by a shareholder in a distiibution in complete liquidation of a corporation 
“shalT' be treated as in fiill payment in exchange for the stock. Until the issuance of the Notice, 
there was no reason for foreign investon; to believe that liquidating distributions by RlilTs, as 
with the liquidating distributions of any other corporation, should be treated a,s anything other 
than as sales of slock. Needless to say, the IRS' position has caused considerable constertialion 
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in the foreign investor community and has severely constrained coniinned foreign investment in 
U.S. real estate. 

The Notice also creates distinctions in tax trcatincm between REIT shareholders in 
economically parallel positions. For example, a REIT’s liquidating distributions to its domestic 
shareholders are treated as sales of stock, while those to its foreign shareholders are treated as 
sales of assets (and hence subject to FIRPTA), Nothing in section 897 authorizes the FRS to 
recharacterize a sales transaction in order to achieve a dillereni la.\ result lor foreign investors. 
This dichotomy of rax treatment both discourages foreign investment in the U.S. and is widiout 
policy justification, as liquidating distributions are the economic equivalent of a shareholder 
selling all ofil.s stock in the REI T. The l ax Section of the American Bar .Association in a .lune 
2008 report concluded that the Notice is insupportable and found little legislative basis for the 
position taken hi the Notice. The report concludes tliat the Notice should be repealed and that, 
consistent with the treatment of a U.S. shareholder, “a foreign shareholder’s gain on a deemed 
sale of REIT shares pursuant to a liquidation or redemption ought to be taxed under the FIRPTA 
rules that apply to stock sales.” 

There is nothing ahu.sivc behind the repeal of the Notice - investors in a doincstically- 
controlled RETT can cnircntly sell their RETT stock prior to a liquidating distribution and avoid 
FIRPTA. Likewise, sovereign wealth funds can avoid U.S. tax on their REIT investments by 
limiting their investments in U.S. REITs to a minority position and then selling their inveslments 
prior to the RETT making a liquidating distribution. The Notice simply creates an arbitrary 
distinction in tlie U.S. tax treaimeiii of a foreign investor depending on whether tlie foreign 
investor exits its RFIT investment immediately prior to the RFIT’s liquidation or pursuant to the 
Rl-.l f’s liquidation. 

With the Notice otitstanding, foreign investors are now uncertain regarding the potentiai 
U.S. tax burden that may be imposed on gains from investments in U.S. real estate. I'hey are 
Iherefore hesitant lo invest more equity in U.S. real estate, parlieularly in non-gateway markets 
where tlie anticipated return from investments lies in appreciation of llie property rather than 
operating cash flows. Repeal of the Notice w’ould thus help the neediest markets most - foreign 
investors vvouid. return to KFI fs investing in smaller market propcities, armed with greater 
clarity as to the U.S. tax treatment of the anticipated capital gains from their invcstmetil. 

I'he proposed reform clarifies that the historic understanding of the treatment of REff 
liquidating distributions as sales of slock remains unaltered. By overturning Notice 2007-55. the 
U.S. government would be viewed by foreign investors and sovereign wealth funds as promoting 
tax policies that are efficient and effective in integralijig the corporate and individual tax regimes 
with respect to real estate investment, allowing a broader class of investors to invest in real estate, 
giving real estate principals greater access to capital, promoting botli capital export and import 
neutrality, and expanding the push tow-ard territorial taxation in a controlled fashion to include 
passive-t\'pe investment in real estate. 

IV. PtiOVlSlO.N Oi' GLlDA.Nt:ii WiGARJJiyiC llili; AlTiJCAliON OF Sl■:C l!0^ 864(b) WILL 

ENCOtJkAGE GREATER LENDING INTO THE U,S. 

The Roundtable also urges the Subcommittee to direct the U.S. Treasury Department and 
Ttitcmal Revenue Service to issue gtiidancc to foreign investors with respect to lending activities 
into foe U.S. 
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The application of U.S. federal income lax to foreign investors generally depends on 
whether the investor is engaged in rhe conduct of a trade or business within the United States. If 
the investor is not so engaged. U.S. tax generally is imposed only on certain enumerated 
categories of U.S. source income (e.g., dividends on L'.S. slock, certain categories of inierest 
income, and capital gains on certain forms of equity investment in U.S. real estate). In conlrasi. if 
the investor is engaged in the conduct of a trade or business witliin the United States, the U.S, 
imposes a regular income tax on that portion of the investor’s worldwide income that is 
‘‘effectively connected” with tliat trade or business. 

The Code, however, does not contain a comprehensive definition of the term “trade or 
business.” While loan origination is undersUKid to constitute a trade or business, many foreign 
investors struggle to slruciure their investments hi U.S. debt so as to avoid being treated as 
having originated a loan, even witere they are clearly acting as passive investors. Investors seek 
to satisfy the safe harbors provided in section 864(b) of the Code for proprietary trading by non- 
dcalcrs in stocks, securities and commodities, and thereby avoid being treated as engaged in a 
trade or business, but there is significant uncertainty as to how exactly to qualify for the sate 
harbors. 

For example, in an effort to fit within the safe harbors, many foreign investors seeking to 
invest in U.S. debt arrange to acquire U.S. debt from a U.S. bank only after forty-eight hours 
have passed from the time the U.S. bank has originated the loan. Some foreign investors also 
believe that the commilmeni to acquire the loan must he conditional so as to avoid Lreairnenl of 
the U.S. bank as an agent of the foreign investor. Yet the conditionality required to give the 
investor comfort for tax purposes may not be commercially viable, leaving foreign investors in a 
quandary, seeking to balance the effort to invest in U.S. debt with the uncertainty a.s to whether 
that invesimenl will cause the invcsior to be treated as engaged in a U.S. trade or business. 
Moreover, tliis position has never been sanctioned by the IRS. Tlie absurdity of the situation is 
made more apparent when compared to the relative lack of complication foreign investors face 
when investing in publicly-issued debt in the U.S., which most foreign investor's arc comfortable 
acquiring at the original issuance. Botli forms of investment arc passive investments in debt of a 
U.S. borrower for the foreign investor, and should not require different structuring machinations. 

In addition, foreign investors are limited in ihcir ability to buy U.S. distressed debt: for 
fear that a subsequent restructuring of that debt will render llieir participation in the restructuring 
equivalent to a U.S. trade or business. With the excessive amounts of distressed debt circulating 
in the credit system at present, providing guidance to potential foreign investors in that debt 
should be a top priority of the of the Treasury Department and tlie IRS. 

The provision of “guidance on lending activities under section 864” has been on the TRS- 
Treasury business plan since August 2006. The IRS has been repeatedly petitioned to provide 
guidance, but none has been forthcoming. As a result, foreign investors w'ith substantial capital 
that could be made available to ease the credit shortage in the U.S. are currently unwilling to do 
so, in large measure because of the tax uncertainly created by the continuing absence of 
deilnilive guidance as to the scope ofthe safe harbor ibr proprietary trading in securities. In these 
circuinstances, counsel to foreign investment funds have frequently concluded that many of the 
types of transactions that arc now prevalent in the U.S. credit markets simply involve too much 
lax Linccrtainly, particularly as many foreign investment funds represent to their own inve.stors 
that they will not engage in activities that would be treated as a trade or business and expose 
them to U.S. taxation on a net income basis. As a result, transactions lliat would add significant 
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liquidity to the U.S. credit markets and provide long-term beneiits to the U.S. economy 
purchasing loans on the secondaiy market and, where applicable, participating In restmctnritig of 
those loans and other securities - are not being undertaken, 

In light of the ongoing constraints on the availability^ of credit in the U.S., and changes in 
the lending-related practices of banks and other loan originators, the Roundtable urges the 
members of the Subcommillee to direct the Treasury Departnitml and the IRS to issue guidance 
as soon as possible setting forlli a series of safe harbors tliat would relkcl current practices in the 
U.S. credit markets and permit foreign investors to invest in U.S. debt with confidence as to the 
U.S. fax results of that investment. 

CONCT.USTON 

In conclusion, the commercial real estate market in the U.S. faces unprecedented 
challenges. There arc tools available, however, to assist the market in recovering from the 
dilficulties of the past Jew years. Taking simple steps lo encourage greater investment in U.S. 
real properly and U.S. debt securities will provide the investments needed by the commercial real 
estate market to avoid foreclosures, maintain and upgrade existing properties, develop new real 
estate projeeLs and employ the thousands ofpeoplc dependent on this vital sector of our economy. 
Now is the time for action. Now is the time to enact simple changes that will make a dramatic 
difference in the U.S. commercial real estate market. 
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Chairman TIBERI. Thank you to the entire panel. Very good tes- 
timony. 

Question one is for the entire panel, and I will start with Ms. 
McLernon. What advantages do you see, from where you sit, do for- 
eign entities have to invest in the United States? And what are the 
disadvantages that the U.S. has for foreign entities to provide cap- 
ital and invest? 

Ms. MCLERNON. Thank you, Mr. Chairman. What advantages 
do foreign companies have? Let’s go with that one first. I think for- 
eign companies 
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Chairman TIBERI. Not advantages that they have. What advan- 
tages are there for foreign entities to invest in the United 
States 

Ms. MCLERNON. Okay. 

Chairman TIBERI [continuing]. And what are the disadvantages 
for a foreign entity to invest in the United States? 

Ms. MCLERNON. What I hear time and again from my member 
companies, in terms of the reason to invest in the U.S., certainly 
the size of our economy is a main reason for companies to invest. 
When choosing amongst a number of different countries, it is the 
quality of our workforce that comes up time and time again as the 
main reason for encouraging investment here. 

We have talked on the panel about some companies that have 
global operations here in the U.S. So those are the operations they 
can really place just about anywhere, and they are choosing to 
place here. And again, it is the quality of the workforce that I am 
hearing. 

However, I am also hearing that there is a concern about that 
quality going forward. Our investment in the ability to maintain a 
skilled workforce in the years ahead, I think, has been raised to 
the top level of concerns for our companies. They manufacture here 
at the very high end. And so those are the types of workers that 
they are going to look for here, because that’s where it makes 
sense, where the U.S. can have a competitive advantage. So, I 
would say that that is one of the reasons that these companies 
come here. 

In terms of disadvantages, specifically for my unique slice of the 
business community, certainly within the tax area, the one issue 
that, in addition to FIRPTA that was mentioned earlier, is the 
163(j) provision in our Tax Code, which is inherently discrimina- 
tory, only impacts practically the U.S. subs of foreign companies. 
And it inhibits their ability to expand and grow here by the way 
in which — that these companies are restricted from borrowing from 
their parent company or borrowing from a third party with a par- 
ent company guarantee. 

So that is the provision in our Tax Code that does provide some 
disincentives to these firms, in terms of being here. 

Chairman TIBERI. Mr. Spitzer. 

Mr. SPITZER. Sure. Nestle invests in the U.S. And we are a food 
company, obviously, so, food costs, transportation costs of moving 
food from Europe to the U.S. are very expensive. So we go where 
the market is, where our consumers are, where natural resources 
are, workforce, et cetera. 

But I think some of the disadvantages — I have to echo Nancy’s 
comments about restrictions on the ability to deduct interest and 
borrow. You know, we align our expenses with our profits. So if we 
have expenses related to an investment in a factory or a business 
here, the interest expense that goes with that profit should be 
aligned. We align for basic economic reasons, for exchange control 
reasons. In other countries, if we are concerned about expropriation 
or political unrest, we align profits and expenses. And interest is 
just a general expense of doing business anywhere. 

So, restricting an inbound investment artificially, as compared to 
an investment by a U.S. -headquartered company, is a disincentive. 
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And further restrictions on interest deductions would be even a 
greater disincentive to invest here. 

Another disincentive is that most U.S. companies are on the U.S. 
exchanges. Nestle is not. So, for us to use our stock in an acquisi- 
tion, it is almost impossible. So we have to do it with cash, and we 
do all our acquisitions with cash. So, once again, interest becomes 
a more important element of that acquisition. 

So, there are substantial disadvantages for a foreign company 
trying to come in and invest in the U.S. 

Chairman TIBERI. Thank you. Sir. 

Mr. DRAILLARD. Well, for Dassault Falcon Jet, investing in the 
United States was primarily being close to our customers. The 
United States is still the number one market for business aircraft, 
in number of units, by far. Other countries are emerging, but the 
United States is still the primary source of new orders for us and 
for all the major players in this industry. 

The other advantages, as Nancy was talking about earlier, was 
certainly the skill of the workforce. But we see — and we dramati- 
cally see it since, I would say, 2006 — a decrease in the level of the 
workforce. We are finding locally, especially in areas like the center 
of the country and the southeast of the country, we have more and 
more trouble finding local people that have the skills we are look- 
ing for a high-end, high-technology industry. 

As far as we are talking about disadvantages, disadvantages are 
mostly in our export efforts. The lack of tax treaties between the 
United States and other countries sometimes hinder us from basi- 
cally growing our business and getting the fruits from our efforts 
and exporting U.S. — well, mostly U.S. — manufactured goods. Even 
though we are owned by a French company, 60 percent of the air- 
planes we are selling has U.S. content. 

Mr. DEBOER. It is hard to imagine something more disadvanta- 
geous than a 54 percent exit tax on an investment in U.S. real es- 
tate. My statement has details on that. 

But on top of that, I would say that the investments that do 
come in create a tremendous misallocation of resources for Amer- 
ican investors seeking to partner with foreign capital sources, be- 
cause the structures that need to be assemWed to make these in- 
vestments occur at any level require a tremendous amount of tax 
planning and a tremendous amount of resource allocation that 
should be going somewhere else, and could be put to a more pro- 
ductive use. 

I would like to also highlight, in addition to this FIRPTA issue 
which, again, affects investment in U.S. real estate on an equity 
basis — and we need equity to rebalance these loans — but think 
about the debt situation. 

We have a tremendous amount of commercial real estate debt 
that is, essentially, under water and needs to be restructured. This 
troubled debt, if it is acquired by a foreign capital source, foreign 
capital sources have to woriy about being deemed to be in the trad- 
er business here in the United States. And so they are very hesi- 
tant to make these investments, because they don’t know quite 
what the guidelines are from the Treasury Department. This has 
been on their business plan since 2006. They have been petitioned 
by a wide array of actors in this area to make guidelines and safe 
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harbors more clear for investors. And so I would urge that that also 
be looked at. 

Chairman TIBERI. Last question for the entire panel, as well, 
and we will start here on this side, with Mr. DeBoer. 

In addition to your comments about FIRPTA, is there anything 
specifically in the Tax Code, the current Tax Code, that makes it 
less likely to see foreign capital, foreign investment, foreign compa- 
nies to come into the United States? And if you could, elaborate in 
addition to what you have already elaborated on FIRPTA. 

Mr. DFBOFR. Well, again, I think that, as has been stated, we 
are in a global economy. And so it’s not always just what is in our 
tax law, but it is what is in other countries’ tax laws. And the way 
other nations treat real estate investment is much different than 
the way that our nation treats real estate investment. So, in addi- 
tion to this barrier that we have, we look at it as a barrier com- 
pared to what other nations have, and we see it to be highly dis- 
criminatory here. 

So, I guess I would leave it at that. 

Mr. DRAILLARD. I would tend to agree with what has just been 
said. On top of that, I would say that the earnings stripping is 
probably one of the biggest problems that we see not so much our- 

riiTl" mir* PiiG'l’nTnfir’G 

Mr. ’SPITZFR. Yes, I think 163(j) is the biggest impediment. But 
also debt equity issues. I mentioned that the IRS, the administra- 
tion of the law by the IRS, concerning inbound companies. And 
debt equity is another way of disallowing interest deductions. 

And I also think — Nestle is a very large company, obviously. We 
are big boys, we can handle ourselves with the regulations and the 
IRS. But if you want to attract medium and smaller foreign busi- 
nesses into the U.S., I think the general complexity, uncertainty, 
and the administration of the law are barriers to inviting mid-sized 
and smaller investments. And I think that’s a very important point 
to make. 

I know in the transfer pricing area, for example, we have been 
to court now three times on our royalties. Our business model is, 
like many U.S. -headquartered companies, to maintain our intellec- 
tual property in our home country Switzerland. It is less expensive 
to do, because of the synergistic nature of it. So trademarks, R&D, 
et cetera, and we charge out globally for it, in the form of royalties 
for both trademarks and R&D, although we conduct a lot of R&D 
here. 

So dealing with the IRS on these issues, we have had battles 
with them, we have gone to court three times, went to trial once, 
summary judgment once, and then a settlement once. And trial, 
summary judgment we won 100 percent, settlement we won well 
over 90 percent. So, the bottom line is, even when you are right, 
it is very expensive to deal with transfer pricing issues. 

The same thing on debt. We went to court on debt equity issue 
in trial back in the 1990s. We won 100 percent. But for a large 
company like Nestle, we can do it. We have the resources. It is not 
pleasant. But for medium sized and small companies, it is 
daunting. And once you have that reputation out there as a dif- 
ficult place to invest in, it is very hard to bring investment in. 
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I know the states are out there, encouraging European compa- 
nies and Asian companies to come in. I don’t think the U.S. does 
anything like that. And maybe the U.S. should do something like 
that. 

Ms. MCLERNON. Mr. Chairman, I will just go ahead and make 
it — get it out onto an even more basic level. I think the rate is an 
impediment. And our companies, just as Nestle explained, some- 
times when the congress passes a provision that they expect can 
be helpful, in terms of the rate, like an R&D tax credit, which can 
be very helpful, the way that the IRS administers that is not reli- 
able. 

And I have had one of my CEFOs from one of my companies say, 
“I cannot count on that. We have been litigating it for 10 years,” 
even though they do a lot of R&D here. “So, I think of — when I am 
thinking of investing in the U.S., I think of the rate, and I throw 
that up on the white board, and that is what we look at.” 

So, you know, boiling it down to its most simple level, I would 
say that the rate itself was a big impediment. 

Chairman TIBERI. Thank you. I will recognize the ranking mem- 
ber, Mr. Neal. 

Mr. NEAL. Thank you very much, Mr. Chairman. There is very 
little that has been offered by our panel that I would find myself 
in disagreement with. But I think that we use this process to en- 
lighten, as well. 

Mr. Draillard noted that many companies — many countries offer 
incentives to secure investment. But I think it bears noting as well 
that we have got some pretty stubborn problems ahead of us here 
in America, not the least of which is paying for the war in Iraq, 
a VA system that is sure to be stretched for the next 50 to 60 years 
for the 31,000 men and women who have served us with great 
honor over these years, and, let us be candid, not a bad deal for 
our European friends under the umbrella of what we call NATO. 
They have spent about one percent of their GDP since the end of 
World War II on national defense, and the American taxpayer and 
the American soldier has pretty much been in a position to foot the 
bill. That is part of the consideration. 

Now, I want to say to you that corporate tax reform needs to be 
changed, and it certainly does. And the hearings that Chairman 
Camp and others have offered are certainly instructive, and hope- 
fully will take us in a new direction. But not to miss the point that 
there are some serious obligations that America has, going forward. 

And, as part of the process of the hearing, it strikes me that we 
need to note those obligations and understand clearly that, as I in- 
dicated a couple of moments ago, I think the American taxpayer 
has been pretty generous with the defense that they have provided 
to the rest of the world, and frequently point out to critics of Amer- 
ica that the reason that many of our friends across the globe are 
not speaking a different language, it is because of the American 
taxpayer and the American soldier. We provide that umbrella of 
protection for much of the rest of the world. 

And Secretary Gates, to his credit, has put it forward once again, 
as I did probably 20 years ago, in discussions that, at the same 
time, we are looking at some structural deficits that were signifi- 
cant. 
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Now, Ms. McLernon, you indicated — and I would like to hear 
from the other panelists, as well — the R&D credit. That is a big 
deal for Massachusetts. We are, despite the fact, a medium-sized 
state — some might consider it a small state — we rely heavily upon 
that R&D credit, largely because of the technology and, let’s be 
candid, because of the people that we attract in Massachusetts to 
live on cutting edge opportunities. 

So, how might you suggest that we do a better job, one, with pre- 
dictability, as it relates to the R&D credit, because I think you are 
entirely correct, that you cannot, from year to year, wonder if it is 
going to be around, or wonder what the rate is going to be? And, 
at the same time, how would you suggest that we do a better job 
of administering it beyond just that issue of predictability? 

And we can move to the other panelists, as well, after you. 

Ms. MCLERNON. Okay, thank you. All the points that you just 
stated, I absolutely agree with. And while the intent of Congress 
is to put this in place to encourage more R&D in the U.S., I think 
the IRS has sort of hijacked it. It has become an issue that is al- 
ways investigated very heavily at the IRS. And companies — phar- 
maceutical companies, in particular, who — you would think re- 
search means research means research; it doesn’t always turn out 
that way. 

And by being able to convey more appropriately what the IRS 
should be doing, and what Congress’s intent — perhaps could be 
helpful, because it is not getting, I think, what you want it to be, 
because of the uncertainty that not only the non-permanent nature 
of it, but how the IRS is looking at it. 

Mr. NEAL. Thank you. Mr. Spitzer, you also owned that very fa- 
mous company in Massachusetts, Eriendly’s, for a period of time. 

Mr. SPITZER. Actually, I think that was Hershey. 

Mr. NEAL. Oh, Hershey. I stand corrected. 

[Laughter.] 

Mr. NEAL. But you wanted to. 

Mr. SPITZER. Yes. We have — I know in Massachusetts we have 
a water company, and we just started a new business. Tribe 
Hummus, which is manufactured up in Massachusetts. 

Mr. NEAL. Right. 

Mr. SPITZER. So — and my son was going to school up in Boston. 
So I love Massachusetts. 

But I have a little radical view on some of these things. The U.S. 
Tax Code is so complex and so difficult. And I think one of the rea- 
sons is we try to do so many things with it. It is not just a revenue 
raiser. We try to do political things, economic things, incentives. 
And if we could give incentives in a different way that does not in- 
volve the Tax Code, then we won’t have the IRS auditing in such 
a way that it becomes so difficult to achieve those incentives. 

If we could give out grants of some sort — I know it is — politically 
difficult, but it does create a real problem in trying to actually take 
advantage of the things that the government wants to give us to 
promote businesses. 

But I just want to add 

Mr. NEAL. Please. 
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Mr. Spitzer [continuing]. Nestle’s R&D exceeds every other food 
company in the world. I think about 1.3 percent of our sales is the 
amount we devote to R&D. 

Mr. NEAL. Yes. 

Mr. SPITZER. Which is huge. 

Mr. DRAILLARD. As far as R&D tax credit is concerned, our 
main concern is the definition of R&D. And here we need, nonethe- 
less, stability, but more visibility on this definition, more clarity on 
this definition. 

R&D means research and development. And development is not 
fully defined in the U.S. Tax Code. And this hinders us from a 
number of issues — if we could actually — we thought were eligible 
for tax credit, like first of a kind installation. When you install for 
the first time a brand new system on a new airplane that hasn’t 
been installed ever before, and it is actually manufactured in the 
United States and installed for the first time in the United States, 
this is not eligible. And this is troublesome. 

Mr. NEAL. Mr. DeBoer. 

Mr. DEBOER. Mr. Neal, clearly we need to pay for our wars. We 
support — I agree with everything that you said. In the case of real 
estate investment, I guess I would say don’t you find it astounding 
that America, where everyone wants to live and invest, has now 
slipped to third, globally, in terms of the chase for global funds for 
real estate, behind the UK and Germany? I find that astounding. 

And, in terms of revenue — and I think that is where you are 
going on this — who, really, is paying the EIRPTA tax? What kind 
of foreign investor is actually paying a 54 percent exit tax here? 
Not very many. And so, if you lower that — effectively — tariff, you 
are going to bring in more capital, you are going to create more 
jobs, you are going to stabilize communities and ease up on some 
of the problems in our local community banks. So that is sort of 
where we are coming from on this. 

Mr. NEAL. In some of the hearings and discussions that we have 
had, and I have had back home, I still have not been able to get 
clarity from many corporate leaders on the issue of the R&D, how- 
ever. When I have asked them if they were to get a 28 percent or 
27 percent corporate rate, would they be willing to give up R&D, 
a great deal of uncertainty. 

Thank you, Mr. Chairman. 

Chairman TIBERI. Thank you. I recognize the gentleman from 
Illinois, Mr. Roskam. 

Mr. ROSKAM. Thank you, Mr. Chairman, and thank you for all 
four panelists, for your testimony this morning. It has been helpful 
and instructive. 

You know there is people that are involved in the public debate 
on this issue — I don’t think anybody that is present here today, in 
terms of members — but there is a sub-text, as it relates to foreign 
investment, and that is this, that people think — I would say unin- 
formed people would think — that you are going to invest in the 
U.S., no matter what, that there is the imprimatur of the U.S., and 
sort of the worldwide reputation and so forth, that no matter how 
bad things get here, you are still going to come. I think that is ac- 
tually a dangerous way of thinking. I don’t think it is true. 
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Can you walk us through — ^you each mentioned different compo- 
nents in your testimony, you know. Ms. McLernon, you said that 
the U.S. share has dramatically declined over the years. Mr. 
Spitzer — and I am paraphrasing, just jotting down notes from your 
testimony — you said the rest of the world is moving to a lower tax 
rate, and the U.S. should, too. Mr. Draillard, you said that the U.S. 
is no longer a growing market, and investors are beginning to ques- 
tion whether this is really where the action is — those are my words 
and not yours, but I think that was your theme — and then, Mr. 
DeBoer, you were basically making the argument, you know, essen- 
tially, why should capital come here. 

Can you give us the — a sense of what it is that companies and 
foreign investors are looking out over the global landscape? What 
is attractive? What are the things that you are looking for? You 
mentioned predictability, and so forth, but what are the things that 
you are looking for that the U.S. can emulate? And who are we 
competing against? And what is the nature of that competition 
right now? Let us start with you, Ms. McLernon. 

Ms. MCLERNON. Thank you very much. Congressman. You are 
absolutely right, in terms of the U.S. has always thought that glob- 
al companies were going to come here because we were the “it” 
country, and this was the place to be. The numbers that are now 
available don’t support that, even though foreign investment from 
2009 to 2010 went up, because it was down so low in 2009. 

As I indicated, our share is really dropping, precipitously. And 
that is for a variety of reasons, some of which outside our country. 
Other countries are aggressively marketing to get this investment. 
I think that is one of the reasons that the Administration an- 
nounced an effort last week called Select USA, which is going to 
try to actively recruit, among other things, foreign companies to the 
U.S. So, I think that there definitely is some evidence that we are 
losing our ability to do it. 

From my membership perspective, tax policy certainly is a factor 
in determining investment. But I would also add that a skilled 
workforce, as I mentioned earlier, as well as infrastructure invest- 
ment, is quite important, as well. The ability to move people, prod- 
uct, and information is critically important, and especially when 
companies can really locate their global operations anywhere to 
serve the world. 

They are not only operating them out of their home country. As 
I mentioned before, there are several U.S. or foreign-based multi- 
nationals that have their global operations for certain divisions 
here in the United States. But in order to attract that, we need a 
smart, skilled workforce and a strong, sound, state-of-the-art infra- 
structure system, as well as a transparent, non-discriminatory Tax 
Code with a lower rate. Those are the things that I have heard 
prioritized from my membership. 

Mr. SPITZER. Sure. I think we have a few employees in your 
district in our candy factories there, well over 1,000. 

Mr. ROSKAM. Don’t you dare go to Ohio or Massachusetts and 
shine any apples this morning. 

[Laughter.] 

Mr. SPITZER. Well, we have some things in Ohio, as well. 
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But if we are going to be in this country, producing products, I 
think the competition, from our perspective, would be Canada and 
Mexico, where we can easily put a plant up in Canada, or put one 
in Mexico, and bring the products in. 

And so, if we have more restrictive problems and ability to de- 
duct our business expenses, either at a federal level or a state 
level — and let me just make a couple comments about the states, 
which I already did — some of the provisions in the states are so 
perverse, that they actually — if you make investments here, then 
they try to bring in your foreign affiliates into the country, which 
is just the opposite of what you are trying to do. You want to en- 
courage investment, not discourage it specifically. So, whatever the 
committee can do to encourage or discourage this kind of behavior 
will be helpful. 

But within Nestle, we have investments all around the world in 
140 or so countries. Nestle in the U.S. competes with these other 
countries for the capital to make investments. So, if the profits look 
better in some other country, a developing country or wherever, we 
are going to put our capital where we think we can make the most 
money. And so, the more restrictions on our ability to earn money 
here will obviously sway the investment decisions to other markets. 
And so we have to be very thoughtful about this. 

Mr. ROSKAM. Mr. Draillard. 

Mr. DRAILLARD. Mr. Congressman, I think you got my theme 
right. We are going where our customers are. And our customers, 
even our U.S. customers, are going everywhere. 

So, what is attractive was your first — the first part of your ques- 
tion. What is attractive is where can we sell airplanes. What is at- 
tractive is where can one find workforce that we can bring in to 
any of our facilities, either in the United States or in France. 

What is attractive is also the protection of our technology. We 
are — hopefully still — number one in the high end of the business jet 
market. And the reason for that is our edge in aviation, in 
aerostructures, basically. And we need skills for that. And we need 
to protect that know-how. And stability of the political structure is 
one of the biggest factors we look at. 

Tax, in that effect, we see tax as part of the stability of political 
structures in the economic environment. And, therefore, even 
though it may not be a deal-killer, the tax rate is something we 
definitely look at. 

Mr. DEBOER. Foreign investors are looking for the same things 
in real estate that domestic investors are looking for. They are 
looking for current income streams, and, more importantly, they 
are looking for capital gain on the outside. So the tax policy, par- 
ticularly relating to the capital gain — and that is where FIRPTA 
affects things — is very, very important. 

On top of that, I think what was previously mentioned about 
transportation, infrastructure, the ease of these foreign investors to 
come in, see their investments, visit the United States, is very, 
very important. And those are other policies, aside from tax policy, 
that are very important. 

As far as competitors, I mentioned the UK and Germany. But 
also, global capital flows are going tremendously into Brazil, into 
China, into India. It is no surprise. And again, for those invest- 
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ments, it is not for the steady income stream right now, but it is 
for the value add and the capital gain that will come later on. 

Mr. ROSKAM. Thank you. Thanks, Mr. Chairman, I yield back. 

Chairman TIBERI. The gentleman from Minnesota, Mr. Paulsen, 
is recognized. 

Mr. PAULSEN. Thank you, Mr. Chairman. And I just want to 
follow up a little bit on the discussion about research and develop- 
ment just for a second, because I think you identified how your 
companies, your membership in your companies, as a part of the 
testimony, it is such an important component of jobs here, of eco- 
nomic development. And I just want to expand a bit. 

Can you just share some thoughts about why that is so impor- 
tant? I do understand, working with the med tech industry, in par- 
ticular, that the incentives to attract research and development are 
much stronger in other countries than they actually are here, in 
the United States. What actually happens when R&D is actually 
conducted here, in the United States? 

What types of jobs are we talking about, whether it is in the food 
industry, whether it is in med tech or other membership compa- 
nies? But can you maybe just elaborate a little, Ms. McLernon? 

Ms. MCLERNON. Yes, absolutely. Our companies produce about 
14 percent of private sector R&D. So it is an important part of 
what we do here, and we contribute a lot to the U.S. R&D base. 

Much of the reason that our companies do R&D here — I think we 
have talked on — is the quality of the workforce. It is also access to 
universities. But these are high-end jobs. Because we create 14 per- 
cent of research and development, it leads back to the fact that our 
companies pay 30 percent higher than average company. And this 
is because it conveys the higher-level, high-skill nature job that 
these companies tend to support, in scientists and engineers. 

And so, I would say that research and development, when it hap- 
pens here, especially with using American scientists and engineers, 
the U.S. economy benefits. I think many countries around the 
world, including the U.S., are actively trying to recruit that R&D. 
And the U.S. has done a pretty good job, considering other coun- 
tries are actively working in this area. 

Mr. PAULSEN. Yes. So it is safe to say — Mr. Spitzer and Mr. 
Draillard, please comment, too — but it is safe to say where the in- 
novation starts, where it occurs, is where you are going to have 
sort of the supply chain, if you will, of other follow-up 

Ms. MCLERNON. Yes, there is certainly 

Mr. PAULSEN [continuing], progression of other jobs. 

Ms. MCLERNON. There is certainly a multiplier effect, if you 
will, of R&D investment. 

Mr. PAULSEN. Right, right. 

Ms. MCLERNON. Absolutely. 

Mr. PAULSEN. Mr. DeBoer, I am going to just change themes 
here real quick, before my time runs out. But Mr. DeBoer, you 
talked about modifying EIRPTA as a part of your testimony, to en- 
courage greater foreign direct investment in U.S. commercial real 
estate space here in the United States. 

And I think when a lot of people think of commercial real estate, 
they think of Washington, D.C., they think of New York, they think 
of kind of the big, commercial real estate spaces. But how would 
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the modification of some of the proposals you are offering or pro- 
posing — how would that help midwestern community banks? 

Because you sort of alluded that — I caught that in your testi- 
mony, also. But how does that help Midwestern community 
banks — and Minnesota is an example — give more — get more access 
to credit for small businesses? 

Mr. DEBOER. Thank you for the question, because I think a lot 
of people are confused about how this would benefit markets out- 
side of New York or Washington or San Erancisco, which are actu- 
ally doing reasonably well. 

It goes to what I was talking about before. Investors want capital 
gain. They want to invest in areas where they can see those values 
come back. As you know, there has been some value decline across 
the country. Certain markets are hit more hard than other mar- 
kets. These are areas that need tremendous amounts of equity. 

These owners have been essentially hanging on now since 2006/ 
2007-time period, they have been funding the debt service out of 
their own pockets, out of their own equity. The jobs have not come 
back, the loans need to be balanced. There is a tremendous amount 
of these loans that are held by community banks. 

Re-balancing these loans will help ease the pressure on the com- 
munity banks, point number one, which will allow the banks to 
then be able to lend more of their capital, and devote more of their 
attention to providing small business loans to American small busi- 
nesses to create jobs. So, helping ease that side of the balance sheet 
for community banks would be very, very helpful. 

Then you look at the real estate, itself. A lot of these assets have 
had deferred maintenance on them. In other words, people — they 
are starting to run down. People are running out of capital. They 
cannot, you know, tenant them up and put them in the transaction 
stream and keep their values up. If they can get capital put into 
them, construction workers will go back to work and architectural 
firms will go back to work, and transactions will occur so transfer 
taxes can occur and help communities. 

This — in particular, part two of what I talked about, the notice, 
the IRS notice, this is a situation that would directly help smaller 
communities, as opposed to larger cities, in attracting investment. 
That is where foreign capital wants to partner with local owners 
to recapitalize, reposition these assets. That will be very, very help- 
ful in smaller markets, sir. 

Mr. PAULSEN. Thank you, Mr. Chairman. 

Chairman TIBERI. Thank you, sir. Before I recognize Dr. 
Boustany, I want to just note, Mr. Spitzer, that Mr. Neal and I 
both appreciate the presence that you have of Nestle jobs in our 
states. And now that Mr. Roskam has left, we are willing to work 
with you to divvy up those Illinois jobs to Ohio and Massachusetts. 
So we can talk about that later. 

[Laughter.] 

Chairman TIBERI. Dr. Boustany is recognized for five minutes. 

Mr. BOUSTANY. Thank you, Mr. Chairman. Let me say Lou- 
isiana is open for business, so we can talk about this. 

You know, this is about economic growth and competitiveness. 
And as policy makers, obviously we are very concerned about eco- 
nomic growth as part — a major part of the equation to deal with 
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this high unemployment we have in this country, you know, just 
the sluggishness, all the problems we are seeing in the news, daily. 

And as I reviewed some of the stats that we had in testimony 
in the written binder here, you know, Louisiana, over 48,000 jobs 
from foreign subsidiaries, 5.7 million jobs in the U.S., which is ba- 
sically 5 percent of our U.S. private workforce. Less than 1 percent 
of U.S. business, yet 17 percent of corporate tax revenue, as Ms. 
McLernon pointed out. And yet, I think all of you said that we are 
underperforming, as a country, when it comes to foreign direct in- 
vestment. 

So, one question I have — and I think, Mr. Spitzer, you alluded 
to this earlier — and that is the indirect jobs that basically are cre- 
ated and sustained as a result of foreign subsidiary activity, do we 
have actual numbers, or some sort of a sense of the number of indi- 
rect jobs here created in the U.S., as a result of direct job growth 
from foreign subs? 

Ms. MCLERNON. As an organization we haven’t done that cal- 
culation, but absolutely indirect jobs need to be included. 

I mean sometimes an investment can absolutely transform a 
local economy. When Michelin invested in North Carolina, they 
have transformed that area from a textile industry to one that at- 
tracts global investment because of all the different suppliers that 
came to help serve them. And so, you know, absolutely. Indirect 
jobs should be part of this. 

Mr. BOUSTANY. And given that many of your companies are in- 
volved in U.S. exports to foreign countries, and the President’s goal 
is to increase U.S. exports, and linking our small and mid-sized 
firms into this global market is critically important in that re- 
spect — and so it seems to me that this indirect job growth would 
be something that we would want, from a policy standpoint, but it 
is also a way of linking our small and mid-sized firms into the glob- 
al supply chain. Is that a fair statement? 

Ms. MCLERNON. Yes. No, I would agree. Congressman. I think 
that by interacting with globally-engaged companies, it can encour- 
age small and mid-sized companies to get globally engaged. 

In addition, sometimes when a company from abroad that has 
suppliers in its area want to come and help serve that company 
when it invests in the U.S., actually are incentivized to come and 
set up shop, employ people here, do a Greenfield investment in 
order to serve that global company here in the United States. 

So, there are a variety of indirect jobs that can come about when 
a global company invests. 

Mr. BOUSTANY. And, Mr. Spitzer, you raised the issue of indi- 
rect jobs in the context of what your company does. Do you have 
any numbers, estimates? 

Mr. SPITZER. No, unfortunately, I don’t. But, obviously, in the 
food industry there is third-party packaging, third-party transport, 
resources, et cetera. So it is — the numbers are huge in our indus- 
try, but I don’t have the numbers. 

Mr. BOUSTANY. So, as a country, given that we are underper- 
forming in attracting foreign direct investment, we are losing 
ground. It seems to me that, looking at those policies that are hav- 
ing this detrimental impact, and making the kinds of corrections 
that you have all suggested, would help us with our unemployment 
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problem, and help us get this country back on a path of sustained 
and strong economic growth and job creation. 

Mr. SPITZER. Oh, absolutely. Yes, of course. 

Mr. BOUSTANY. Thank you. All of you have mentioned the com- 
plexity. Mr. Spitzer, you focused on this a good bit, and talked 
about the coordinated effort by the IRS to audit under section 
163(j). And I, as the chairman of the Oversight Subcommittee on 
this full committee, I would be interested in learning more about 
the problems you have with all that. 

Mr. SPITZER. Sure. Actually, it is not 163(j), it is Section 385, 
which is — it is sort of a debt equity question 

Mr. BOUSTANY. Okay. 

Mr. Spitzer [continuing]. Looking to see how much debt you have 
versus the equity, and looking to see did you dot all the Fs, cross 
all the T’s on borrowing from your foreign affiliate, foreign parents. 

And you know, as I indicated, there is no — as far as I know, 
there is no sense that there is actual abuse out there, or any docu- 
mentation there is an abuse. But it is very expensive to deal with 
these issues. And, as I said earlier, we had to go to court many, 
many years ago on this particular issue. 

Since then, 163(j) came in, which is a further restriction on the 
ability to deduct interest. So they still both exist, simultaneously. 
And the IRS seems to be pushing now this Section 385 debt equity 
issue. 

I want to mention one example of the perverseness of 163(j). We, 
Nestle in the U.S., can borrow on its own. We don’t. Because if we 
were to borrow on our own, it would cost us more interest. 

Mr. BOUSTANY. Yes. 

Mr. SPITZER. Which means that we are going to get less back 
on our investment, which means our investments are going to be 
smaller. And if we borrow on our own, and pay a higher interest 
rate, we are going to pay less U.S. taxes. 

So, it is very perverse, especially when you are borrowing from 
third parties with a guarantee of your parent company. So, if I bor- 
row from a U.S. bank. Citibank, and I get a guarantee from our 
U.S. parent so that we can get a lower rate, it does not make any 
sense that this should be some sort of tainted interest expense. 
This is all within the U.S. And we are actually trying to make a 
larger investment, not a smaller one. 

Mr. BOUSTANY. Thank you, sir. I see my time has expired. 

But one last comment, Mr. Chairman. You know, we hear a con- 
stant refrain about the IRS needing more resources to manage its 
workload. But at the same time, we are hearing from these folks 
that the code is so complex that it creates all this additional need 
for resources, both at the IRS and on the part of these companies, 
just for compliance. And so we have to tackle this problem of com- 
plexity in the Tax Code, as we do reform. 

And I yield back. 

Chairman TIBERI. Thank the gentleman. With that, I yield to 
the gentleman from Texas, Mr. Marchant, for five minutes. 

Mr. MARCHANT. Thank you, Mr. Chairman. What single piece 
of legislation that is pending before this committee, this sub- 
committee or committee, would you think that we should pass that 
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would have the most immediate positive effect on investment, job 
creation by your clients or your industry or your company? 

Ms. MCLERNON. As of now, I don’t — our organization is not fo- 
cused on a particular piece of legislation that you are currently con- 
sidering, other than — I don’t know if the FIRPTA legislation is part 
of what this subcommittee is focused on. 

So, I would say, in terms of global investment, that would cer- 
tainly be a piece of legislation that we would support. Generally, 
on tax reform, again, it is about the lower rate and pushed in a 
transparent manner that is consistent and non-discriminatory. 

Mr. MARCHANT. Mr. Spitzer. 

Mr. SPITZER. Sure. I was just down in Texas yesterday, in Aus- 
tin. So — a great state. We have some water businesses down there. 
We own Ozarka Water, which is ours. 

I don’t know all the legislative proposals that are in front of you. 
Obviously, a lower tax rate is very helpful. All the OECD countries, 
except for Japan, have a much lower rate than the U.S. does. And 
Japan is considering lowering its tax rate, as well, below ours. So, 
we are not competitive on a tax-rate-basis with other developed 
countries. 

Obviously, I have talked about 163(j), and any further restric- 
tions in that area would be very difficult for a company like ours 
to deal with. And I certainly think there should be some liberaliza- 
tion there concerning third-party borrowings that are simply guar- 
anteed by our parent companies. It just doesn’t make sense to me. 

A proposal that has been out there is this corporate residency 
proposal. I think it was sort of directed at inverted companies, 
which are pretty limited now, and maybe some hedge funds. It’s a 
baby and the bath water situation, in my mind. As I understood 
the legislation, as proposed here, any decision-making in the U.S., 
whether it is by corporate officers or not, might bring a foreign 
company into the U.S. for federal tax purposes. 

So, for example — I don’t want to pick on Sony, but Sony’s chair- 
man, Howard Stringer, spends time in Tokyo, spends time in Lon- 
don, spends time in New York — I think one-third, one-third. If, all 
of a sudden, under these proposals under corporate residency, Sony 
Japan woke up and found it was a U.S. company, it would be dev- 
astating. All their affiliates around the world would be CFCs. Divi- 
dends to the Japanese shareholders would be subject to the U.S. 
withholding taxes. 

And, unlike so many other countries — or few countries — that 
have these sort of residency requirements, like the UK and Hol- 
land, it is very formalistic. The proposals in the U.S. would be very 
difficult for anybody to deal with. And I think any advisor would 
have to recommend to their clients, “Get every decision-maker out 
of the U.S. pronto,” because the consequences could be so horrific. 

Mr. MARCHANT. Thank you. 

Mr. DRAILLARD. Number one would be absolutely the corporate 
tax rate. Their — simplification is also a big item on our list, just 
for the reason that it is a layer of fixed cost for most companies. 
And the smaller the companies, the bigger that burden is, and that 
hinders them from basically operating and doing business, espe- 
cially in a state like yours. We have a number of local vendors in 
Texas that work for our Little Rock, Arkansas, facility. And we see 
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the burden of just administering federal and state regulations, tax 
regulations, being so huge. Just complying has become such a huge 
burden that it is a fixed cost that they cannot basically overcome. 

Mr. MARCHANT. Thank you. 

Mr. DEBOER. We understand that Mr. Crowley and Mr. Brady 
are readying legislation to be reintroduced on EIRPTA. We would 
urge that that be immediately passed. It would have tremendous 
salutary benefits. 

The guts of this legislation is legislation that passed the House 
in the last congress with 402 votes in support of it. It died in the 
Senate, but perhaps we can move that — see that action this year. 

Incidentally, there is one thing that could be done immediately 
that would have very, very direct and almost immediate benefits, 
and that is this IRS notice dealing with how liquidating distribu- 
tions are treated from private domestic REITs back to foreign in- 
vestors. That could be done by the stroke of a pen, administra- 
tively. 

And, again, we understand that some members are looking at 
urging the Treasury Department to look in this area, and we would 
absolutely urge you to do that as quickly as possible, and it would 
have immediate benefits. Thank you. 

Mr. MARCHANT. Thank you. 

Chairman TIBERI. The gentleman from North Dakota, Mr. Berg, 
is recognized. 

Mr. BERG. Thank you, Mr. Chairman. This is an important 
hearing; I appreciate all your input. 

Mr. Draillard, I — ^you have got a great plane. And I mean I just 
think that is unique. If you think about a global business, quite 
frankly, when you are making jets you can make them pretty much 
anywhere. And they are going to sell where the economies are the 
strongest. 

And so, you know, I am very interested in kind of — I was inter- 
ested in your written testimony. And I just kind of want to — I 
mean, clearly, the number one thing we need to do is have a strong 
economy. That will help the aircraft industry. 

I am a private pilot, so I will never fly a jet, but I am always 
jealous of jet owners and flyers. 

But what are the things that we could do to encourage more jobs 
to come to America in the aircraft industry? I mean what would be 
the one thing, from a policy tax standpoint, where, you know, every 
manufacturer that is not in the United States would say, “Hey, we 
really need to look at the United States as a manufacturing” — or 
“a component for our production?” 

Mr. DRAILLARD. There are many things we could do. And actu- 
ally, I am at a loss of where to start, but three main things come 
to mind. 

The first one is federal versus state taxes for structured financ- 
ing of aircraft. A lot of companies, even very large companies, Eor- 
tune 500 companies, finance for different reasons their acquisition 
of the airplane, probably up to 70 or 80 percent. The structure of 
the leases or of the asset-backed mortgage that they take against 
the asset is very cumbersome, from a tax standpoint. And, frankly, 
from an OEM perspective, I think the only people making money 
out of it are the tax lawyers. 
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The other thing we can definitely 

Mr. BERG. I am also a tax lawyer. Teasing, teasing. 

Mr. DRAILLARD. Good for you, sir. 

Mr. BERG. I am teasing. 

[Laughter.] 

Mr. DRAILLARD. But, you know, I am a simple equipment man- 
ufacturer, so that is way over my head. 

The second thing we can definitely do is encourage R&D. Re- 
search and development is paramount to continue to modernize our 
equipment. There is a fleet of airplanes, of corporate airplanes, that 
are 30 years old in this country. Very soon they are going to fall 
short of any regulation towards green flying. They are going to 
come short of any regulation towards the navigation equipment. So 
we need to encourage R&D and retrofit of airplanes, because this 
is going to be the structure of the next 30 years of flying in this 
country. 

The third thing we can do is increase the number of tax treaties 
with other countries, because aviation is big in this country. This 
country is the birth of aviation, of corporate aviation. However, 
other countries are developing. If we want to keep our jobs — and 
I am not talking only of Dassault Falcon Jet here, but there is a 
number of jobs in Wichita, Kansas, and in Georgia that are related 
to business aviation — if we, as a country, want to save those jobs 
and make sure that we expand those industries and expand those 
areas of the country, we need to have broader, more clear tax trea- 
ties with other countries, so we can export airplanes from the 
United States, and not have them built somewhere else. 

Mr. BERG. Thank you. Very good. Mr. DeBoer, on the FIRPTA? 

Mr. DEBOER. FIRPTA. 

Mr. BERG. FIRPTA. 

Mr. DEBOER. FIRPTA. Yes, I know, I 

Mr. BERG. There is a lot of acronyms out here, I am trying 
to 

Mr. DEBOER. Let’s just get rid of it, then we don’t have to worry 
about it. 

[Laughter.] 

Mr. BERG. That is pretty clear in your testimony. 

I guess if you could, give just a brief background on why it is 
law. What were the political dynamics that caused it to become 
law? And I know you have some suggestions for changing it, but 
maybe just address that briefly. 

Mr. DEBOER. Sure. You know, I will. Can I just make one com- 
ment prior to that? 

I found very interesting what you said about attracting the jet 
manufacturing industry and jobs here. Keep in mind we are talking 
about real estate. Real estate is here. It is not going anywhere. 
These are jobs that are in America, and we should be trying to 
make those assets as healthy and transferable as possible. And I 
just wanted to make that general point. 

FIRPTA itself was put in law in 1980. And I should have said 
to the chairman I appreciate very much being included in this 
hearing today, because since that time there really hasn’t even 
been a hearing on FIRPTA. It was repealed, incidentally, in the 
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1986 tax act by the Senate, but ultimately didn’t survive con- 
ference. 

It was put in place at a time when the world was obviously 
much, much different. People were a little bit concerned here that 
foreign entities were coming up into the United States and bidding 
up the value of farmland. In fact, the evidence showed that foreign 
investment was less than two percent in farmland at the time. The 
individual senator who promoted FIRPTA in 1980 was ultimately 
the individual who led the repeal charge in 1986, when he realized 
that this was not what was happening in farmland in America. 

So, not only was the underlying basis at the time somewhat 
flawed, but you look ahead to today and you see what is going on 
globally, as we talk about — and the basis of this hearing is attract- 
ing global capital to the United States. Everybody is in competition 
for capital. And so, the United States today, and investors and real 
estate owners today, are much more global in where they look for 
their capital sources to make their properties valuable, and to 
make them productive parts of the community. 

So, a lot has changed. Some of the facts about how it was origi- 
nally put in place have changed. A number of the tax policy issues 
that underlie somewhat some of this stuff have changed a lot since 
then. And certainly the global competition for capital has signifi- 
cantly changed. 

Mr. BERG. Thank you. I will yield back. 

Chairman TIBERI. Thank you. We are joined today by a gen- 
tleman from the full committee who is not a member of this sub- 
committee, but you are welcome to come any time, the gentleman 
from New York, Mr. Crowley. 

Mr. CROWLEY. Thank you, Mr. Chairman. Just on a lighter 
note, Mr. Draillard, have you or your company ever hired a tax 
lawyer? 

Mr. DRAILLARD. [No response.] 

Mr. CROWLEY. I rest my case, your honor. Just teasing. 

Thank you, Mr. Chairman, and thank you, Mr. Neal, for holding 
this important hearing today. The U.S. has the most foreign direct 
investment of any nation in the world today, and has been the ben- 
eficiary of a growing number of companies with headquarters in 
other countries doing business here in the U.S., as has already 
been mentioned. 

President Obama stated earlier this week that “at a time where 
we need to use every tool in our toolbox to continue to put Ameri- 
cans back to work and grow the economy here at home, promoting 
foreign direct investment is an important opportunity to accelerate 
our economic recovery.” I agree. 

And the White House issued a report earlier this week that 
shows our nation’s open economy and low barriers to foreign in- 
vestment have helped to make the U.S. an even more attractive in- 
vestment for abroad. Stating that, there are still some barriers in 
the Tax Code that block the free flow of investment here to the 
United States, and these include, as Mr. DeBoer has mentioned, 
the EIRPTA tax laws. 

I am pleased that the House, in a bipartisan way, passed legisla- 
tion last year to relax the FIRPTA laws to encourage greater in- 
vestment in the U.S. commercial real estate market. The bill intro- 



59 


duced by Representatives Tiberi, Brady, Berkley, and myself 
passed the House last year on a vote — a very lopsided vote — of 402 
to 11. Unfortunately, though, the Senate did not act upon that bill. 

Representative Brady and I plan to reintroduce a similar bill in 
the coming weeks. Additionally, to more immediately break down 
other barriers to foreign investment in the U.S. caused by the 
FIRPTA tax laws. Rep. Brady and I are sending a letter to the 
Treasury and IRS, seeking an administrative solution to a regula- 
tion that is choking investment in the real estate sector at a time 
when we need more, not less, investment here. And Mr. DeBoer 
has also expanded upon that. 

That brings me to my question for Mr. DeBoer. Kevin Brady and 
I, as I mentioned, are sending a letter to the Treasury Department 
and IRS later this week, that we are hoping to get a number of 
Members on the Ways and Means committee, our colleagues, to 
sign on to. Our letter seeks the administrative repeal of an IRS 
rule that adds a new layer of taxation on foreign investors in com- 
mercial real estate. 

Could you talk about this IRS regulation, and its impact on the 
real estate market here in the U.S.? 

Mr. DEBOER. Sure. The ruling in 2007 reversed the long-stand- 
ing policy in the tax law, and set, for the first time in the tax law, 
that a liquidating distribution from a corporation would not be 
treated as the sale of the stock of the corporation. This is the only 
part of the tax law where this is so. And, making it even worse, 
it creates a dichotomy, if you will, in the way that domestic inves- 
tors and foreign investors are treated on liquidating distribution. 

The example might be that you and I engage in a partnership 
in a domestically controlled REIT, where you have 51 percent, as 
the domestic owner, I have 49 percent. We own and operate and 
put money into real estate and make them more productive, and 
so on and so forth, and we ultimately sell them at a capital gain. 
We dispose of our entire investment. The liquidating distributions 
out to the foreign entity would be taxed under EIRPTA. And, as I 
have described, could be taxed as high as 54 percent. 

This is somewhat comical, because, if I wanted to, as a foreign 
investor, I would simply sell my shares if a market existed to sell 
the shares, and I wouldn’t pay any EIRPTA tax on the sale of the 
shares. And so, reversing this 2007 notice would immediately bring 
a substantial number of foreign investors back into the market- 
place on these types of properties. 

Mr. CROWLEY. I want to ask you my second question to expand 
upon the benefits, not only to cities like New York, but nationwide, 
in terms of making these changes. You have already answered that 
question. 

So — ^but I would make a comment about the issue of what 
brought this about in 1980. I think there was also a bit of xeno- 
phobia when Japan or some Japanese purchased Rockefeller Cen- 
ter. I do note that Rockefeller Center — I checked, I was there last 
week — it is still in New York City, it never moved to Tokyo. And 
so I think that also — it is now owned by Tishman Speyer, an Amer- 
ican company, as well. So, I think that also brought that about. 
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We saw the similar events take place during the CFIUS issue 
when Dubai Ports was in negotiation to run a port here in the 
States. And I think we brought about a rational solution to that. 

But, Ms. McLernon, could you take a moment to address the con- 
cerns of some that increased foreign investment in U.S. commercial 
and real estate could threaten the nation’s security and the safe- 
guards in place to prevent that from occurring, in light of what 
happened in CFIUS reform, and what could — as we discuss 
FIRPTA, and what is in place to prevent any threat to our national 
security. 

Ms. MCLERNON. Congressman, it is an important question. I 
should remind those that are in the room that the government al- 
ready has an interagency committee called the Committee on For- 
eign Investment in the U.S., known as CFIUS, that reviews all na- 
tional security implications of foreign acquisitions of U.S. compa- 
nies. By and large, the vast majority of these M&A deals do not 
involve national security. And, as I mentioned earlier — and I think 
I have in my written testimony — 98 percent of foreign direct invest- 
ment is from the private sector. 

But the law that governs — the rules that govern CFIUS were 
strengthened, as you mentioned, in 2007 — now includes the De- 
partment of Homeland Security, includes the national — the director 
of national intelligence. And any transaction that involves a foreign 
government now automatically — or foreign government-owned com- 
pany — automatically gets kicked into a longer, more thorough, sec- 
ond-stage investigation. 

And importantly, even after a deal is completed, if they have not 
gone through the CFIUS process, the government can actually pull 
a company back in for review and unwind the deal. So we have 
very strong safeguards that are in place, thorough, tough, that 
scrub these deals to ensure that there is no implication for national 
security. 

But again, the vast majority of any sort of M&A transactions 
that happen in the U.S. cross border do not at all involve national 
security issues. 

Mr. CROWLEY. Thank you, Ms. McLernon, and thank you, Mr. 
Chairman, for 

Chairman TIBERI. I thank the gentleman from New York. And 
this concludes the first panel for today’s hearing. Please be advised 
that Members may submit written questions to the witnesses. 
Those questions, and the witnesses’ answers, will be made part of 
the record. 

I would like to thank the witnesses for their informative testi- 
mony from the first panel, and for taking the time to appear today. 
Your input has been very helpful to us, as we continue down the 
road of moving forward on tax reform. Thank you so much. 

We will begin this second hearing and the second panel of this 
hearing in a few minutes. Thanks for coming. 

I would like to thank our second panel of witnesses, and I would 
like to welcome our three witnesses on the second panel, and I 
hope you are as good as the first panel. No pressure, by the way. 

[Laughter.] 

Chairman TIBERI. I will introduce our second panel. Mr. Gary 
Hufbauer, the Reginald Jones senior fellow at the Peterson Insti- 
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tute for International Economics; Mr. Robert Stricof, tax partner at 
Deloitte Tax LLP; and Professor Bret Wells, assistant professor of 
law at the University of Houston. 

Thank you all for joining us today. You will each have five min- 
utes to present your testimony. Your full written testimony will be 
submitted for the record. 

And with that, Mr. Hufbauer, you are recognized for 5 minutes. 

STATEMENT OF GARY HUFBAUER, REGINALD JONES SENIOR 

FELLOW, PETERSON INSTITUTE FOR INTERNATIONAL ECO- 
NOMICS, WASHINGTON, D.C. 

Mr. HUFBAUER. Thank you very much. Chairman Tiberi, and 
Members of the Subcommittee. I wish you well on the endeavor to 
reform the Tax Code. 

Let me make five points. First of all, on tax rates. Among ad- 
vanced OECD countries, the United States has the second worst 
corporate tax system, from the standpoint of encouraging invest- 
ment in plant equipment or R&D, or promoting production at home 
for selling in export markets. 

The U.S. corporate tax rate is second highest after Japan. But 
also, the U.S. average effective corporate tax rate is second highest, 
and the marginal effective corporate tax rate may well be the high- 
est. I define all these terms in the testimony. But however you look 
at it, we are high on the tax rate story. 

Credible evidence leads me to believe that the output produced 
by foreign firms operating in the United States would increase by 
about two percent over a period of time if the corporate tax rate 
was reduced by one percentage point. So, if we could actually get 
the corporate tax rate down to 25 percent — a number which has 
been much discussed in recent months — these foreign firms might 
enlarge their payrolls from about 5 million — or, actually, 5.7 mil- 
lion — ^by another million Americans. 

I am often asked — and I want to turn now to revenue collection — 
if U.S. corporate tax rates are so high, why is the revenue collected 
by the corporate tax system such a modest proportion of gross do- 
mestic product. It is about three percent in a good year. I am tak- 
ing the year 2007, and that compared with the OECD average of 
nearly 4 percent in that year. 

The main reason for the difference is that a very small part of 
the U.S. tax base of the U.S. GDP belongs to the corporate tax 
base. It is about 13 percent, compared to the OECD average of 
about 22 percent. Now, why is the corporate tax base so small? We 
have a dazzling array of pass-through corporations — pass-through 
firms, I should say, which skip the corporate tax system. And that 
doesn’t help, clearly. 

But also, large firms who have a choice — and that is all large, 
multinational firms — when other things are equal, and then the 
choice depends on the tax system, they would rather invest — 
produce elsewhere, than in the United States. So our tax system 
does a good job of encouraging the best and brightest firms to in- 
vest abroad. But it also does an even better job at discouraging to- 
morrow’s global 1,000 corporations from investing — from putting 
their headquarters here in the United States. 
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Let me turn to an important point, and that is the connection be- 
tween tax rates, statutory tax rates, and revenue collection. The 
important point is that there is no connection. And I go into this 
in some detail in a policy brief. But unfortunately, the way the 
CBO scores these matters, whenever the corporate tax rate is cut, 
they say that revenue will be lost. That is a complete fallacy. Un- 
fortunately, it colors the ability of the United States to get the cor- 
porate tax rate down to a reasonable level. 

Let me say just a few words on inward direct investment. My 
view is that the United States should put more attention on reduc- 
ing its own rate and making the tax system here favorable and in- 
viting to foreign companies than putting additional effort in crack- 
ing down on abuse. I am not saying there is no abuse; I think the 
tools in the code are adequate, and that is not where the congres- 
sional effort should be. Thank you very much. 

[The prepared statement of Mr. Hufbauer follows:] 
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Chjimiiiii Tiberi itnd members of the Subcommiltee, ihunk you for inviting me to teslify. 
Refonning the taxation of corporate income ranks among Uie most irapurliuil steps Congress can 
tjikc to promote investment, create jobs, and boost gro>vlli. I wish you well on this endea vor. 

My remarks today arc distilletl from a recent Policy Brief published by the Peterson Inslilule for 
Imemational Economics, titled "‘Corporate Tax Refomt for a New Cenmry’' (FBI 1-2, April 
201 1 ). Lei me summarize six points Iroin the Policy Brief. 


High T&x Rates 

Among advanced OECD nations, the United States has the second worst corporate tax system 
from the standpoint of encouraging investment in P&E or R&D, or promoting production for 
borne or expon markets. The US statutory corporate rate (federal and state combined) is second 
liighest after Japan. Tl^e US average effective corporate tax rate (again combined) is also 
second highest, after Japan. According to one study, the US marginal effective corporate tax is 
highest in the OECD. When compared to China or up-and-coming emerging regions, such lus 
Eastern Europe and Turkey, ilie United States is even won?e — tax purgatory. Box I briefly 
describes statutory, average effective, and niarginal effective corporate tax rates. 

Box 1 . Tiix Rales Defined 

Statutory tax rate, 'i’hc rate specified in the tax code (fcdcrdl and/or state) applied to the 
highest bracket of corporate income. Since states have different rates of corporate income 
tax, typically an average is calculated for the several states (currently about 4 percent). 

Average effective tax rate, 'fhis is defined as tlie amount of tax paid by ail corporations (or 
a subset of corporations) div ided by a measure of corporate profits. The World Bank, tor 
c.xamplc, uses as its denominator “commercial profits’', a concept similar but not idcatieai to 
figures found in corporate financial statements. Consequently, the average effective rate 
refleels lax eredils, special deductions, loss earryrorvvards, capital gains treatment and the 
like, all of which serve to reduce the stauuory' rate. 

Marginal effective tax rate. This is the most difficult calculation. The purpose is to 
estimate that tax rate that vvlll be paid on income from a new investment over the life of that 
investment, regardless of the Uix that might be paid on income from existing investment. 

Like the average effective tax rate, the mai^ginal effective tax rate is expressed as a percentage 
of corporate profits. The calculation attempts to reflect circumstances faced by individual 
finns, such as their loss carryforwards, bonus depreciation, anticipated tax credits, etc. 





65 


The damage inflielcd by the US system deters both foreign investment in the United Stales and 
i.Tivcsiiiient at home by US companies. Credible evidence indicates that cutting thecoqtoratc tax 
rate by I percentage point will, over time, increase the output produced by I'oreigfi Hnns 
operating in Uie United Slates by at least 2 percent. Foreign linns employ over 5 million 
Americans. CuUing the US coqtoratc tax raic by 1 0 percentage points could potentially increase 
their employment by 1 million more Americans. 

Modest Revenue Collection 

T am often asked, ‘TfUS corporate tax rates are so high, why are corporate tax payments so 
modest?*' In a good year - for example, 2007 - US coqtoraxe tax payments (federal and state 
combined) were 3.0 percent of US (iDP, compared vvith the OECD average of 3.9 percent, flic 
main reason is tfial the US corporate lax base is far smaller than the OECD average: 13 percent 
of CrDP compared to 22 percent. The difference is partly explained by the dazzling an'ay of US 
pass-through firms wiiicli skip the corporate tax system. Large firms which liavc a choice — 
everything else being equal would often rather invest and produce elsewhere and ship their 
goods and serv ices to the US market. Oiir corporate tax system does a good job at encouraging 
the best and brightest firms to invest abroad, it docs an even better job at discouraging 
tomorrow's global iOOO corporations from locating their headquarters in the United States. 

Kate Cuts and Revenue Cpilectipn 

For OECD countries, belween 1 98 1 and 2007, there W'as virtually no conneciion between the 
combined federal and subfederai corporate tax rate and corporate lax revenue c.xpressed as a 
percent of GDP. Tl'an^lhing, the relationship was slightly negative. During this period OFCO 
(ax rales were progressively slashed from the mid*40% range lo the mid-20% range. The policy 
implication for ihe United Slates is short and powerful; the US statutory rale could be safely cut 
from 3.S percent to 25 percent with no appreciable impact on corporate tax revenue. 

Moreover, serious econoinelric analysis (PBl 1-2) shows that, if there is a loss of corporate 
revenue from cutting the corporate tax mie, that will be offset by higher personal income and 
payroll raxes, as investment surges, people go back to work, and wages rise. After reviewing 
various studies, ! conclude that cutting the stauiton,' tax rate by 1 0 percentage points would 



66 


increase the US cttpilal slock by at least 5 percent, and pul at least 600,000 people back at work, 
in US Itrms- in addition to new American employees in foreign t1mi.s. Existing employees 
would enjoy wage gains ofaltnosl 2 percent becau.se the addilional capital stock, would boost 
produclivily. 

Inward Foreign Direct Tny estinent 

Inward foreign direct investnient bringsS jobs and technology to the United States. In their path- 
breaking .study, Foreign Direct Investment in the United States edition, 1 905), Graham and 
Kniginan simwed that foreign finns on average spent more money on R&D and paid better 
wages than their domestic counterparts. Nothing I have read since contradicts a generally 
favorable impression. In fact, the recent CBA publication, U.S. Inbound Foreign Direct 
Investment (June 20! !) reinforces this impression. While the United States has attracted a Inige 
stock of inward foreign direct investment ($3.4 trillion) by firms that employ 5.7 million 
Americans, more would he better. Other countries arc catching up, but the United States is still 
the largest destination for inward foreign investment. 

How' do taxes fit in the equation? Obviously the United States holds many attractions for foreign 
firms, but a competitive tax system is not among them. It is not surprising that foreign firms 
ailcmpl to rcpatriulc as much income as possible to their parent firms abroad in the form of 
interest and royalties, which count as deductions from corporate taxable income and arc taxed at 
low or zero rales uiuler US double-tux Irealies. Ofeourse the IRS seeks to deter excessive 
interest payments resulting from unduly high debt leverage (characterized as ''earnings 
stripping’') and excessive royalty payments for intellectual property rights. But in my view, this 
is not the time to “crack dewn’’ vvith new legislation designed to give the IRS even stronger 
tools. By and large, inward foreign investmeiit is great for the US economy, and we should want 
more of it. To lessen tax abuse, the first step the Congress should lake is to sharply lower the US 
corporate tax rate .so that foreign firms doing business here have le.ss incentive to remit Income to 
their parent finns abroad in the form of interest imd royally payments. 
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Worldwide Tax Conceits 

The United Staley is the charter member of n shrinking chib that espouses worldvvicle taxation of 
corporate income. Among countries tracked by tlte OFC-D, only 6 others practice worldwide 
taxation, and most of tltein impose substantially lower corporate tax rates than the United States. 
All the rest, some 26 countries, have adopted territorial tiix systems. Nevertheless, US tax 
authorities - the 'I'rca.surv' and the .JC'I' — firmly adhere to the outmoded notion that worldwide 
taxation is somehow the norm. Tins notion in turn fosters two damaging conceits, 

The first conceit is calculating tax expenditures — the difference between an imagined "‘ideal'’ tax 
system ajid the actual US tax system on the supposition that worldwide taxation is the “ideal” 
system. In reality, w’orldwide taxation is not the ideal. In fact, it is not even the norm. Yet this 
conceit leads the Treasiuy Department to publish a forecast of $21 3 billion as the tax expenditure 
over the years 2012 to 2016 associated with deferred US ta.xation of foreign income. 


The notion that worldwide taxation is the ideal, and should become the norm, leads to a second 
and even worse conceit. The conceit is thinking thcit the central answers to transfer price abuse, 
earnings stripping, and parking income abroad will be found in curtailing deferral, curbing the 
foreign tax credit, and enacting higher penalties. Such misguided answers arc offered in hopes 
of protecting the high US corporate tax rate from its own destructive consequences — in a world 
where other countries arc scn.^ibly slashing their own corporate tax rates. Tlic outmoded tax 
strategy brings to mind medieval attempts at protecting the castle by digging a wider moat. 
Walcr moats didn’t protect cuslJcs in the Middle Ages und lax moals won’t protect the American 
economy in the 21'*' centuiy. 


More detail will be found in the referenced Policy Brief. Thank you for the opportunity to testify. 


Chairman TIBERI. Thank you. 

Mr. Stricof, you are recognized for five minutes. 

STATEMENT OF ROBERT STRICOF, TAX PARTNER, DELOITTE 
TAX LLP, NEW YORK, NEW YORK 

Mr. STRICOF. Thank you. Thank you for the opportunity to dis- 
cuss my views on international tax reform as it relates to the U.S. 
operations of foreign multinationals. I am a tax partner with 
Deloitte Tax LLP with over 30 years of experience as a tax account- 
ant. I am the head of Deloitte’s global U.S. investment services 
group, which serves large foreign multinationals making invest- 
ments into the United States. My practice is largely focused on 
serving industrial companies in service businesses. 

I am honored to have been invited to participate in this hearing; 
my remarks will focus on certain impediments posed by the U.S. 
income tax rules on foreign direct investment in the United States, 
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and technical comments regarding certain legislative proposals that 
affect multinationals investing in the United States. These impedi- 
ments include: the earnings-stripping provisions; potential U.S. tax 
law changes regarding the determination of corporate residency; 
U.S. income tax treaty override proposals; FIRPTA; and, to add an- 
other acronym, FBAR reporting. 

In respect of earnings stripping, as has been said in earlier testi- 
mony, I would like to point out that there is no clear-cut data that 
demonstrates that there is a systematic problem with earnings 
stripping. The Treasury Department conducted a study on this 
issue, and concluded that there wasn’t clear evidence of earnings 
stripping by foreign-based multinational companies making direct 
investments into the United States. 

In order to further this study and gather more data. Form 8926 
was issued. This form is defective in many ways. For example, it 
is unclear whether a taxpayer should rely on the proposed regula- 
tions issued in 1991 under section 163(j) when answering the var- 
ious questions on the form. 

Additionally, there is no guidance as to whether the form should 
be filed on an expanded affiliated group basis or on a stand-alone 
affiliated group basis. As a result, similarly situated taxpayers are 
likely filling out the form very differently from one another. This 
means that the data that Treasury gathers from form 8926 is likely 
unreliable, and it is doubtful that an analysis of the information 
provided on the form will accurately provide reasonable conclusions 
as to whether earnings stripping is taking place. 

Moving on to corporate residency, it is important to note that de- 
termining where a corporation is a resident is essential to identi- 
fying where that corporation will be taxed. The proposed managed 
and controlled test would determine corporate residency based on 
the jurisdiction where substantially all of the executive officers and 
senior management of the corporation who exercise day-to-day re- 
sponsibility for making decisions involving strategic financial and 
operational policies of the corporation are based. This will raise un- 
certainty regarding which operations of a multinational would be 
taxed in the United States on such entities’ global income. 

Any uncertainty in this area may cause foreign multinational 
companies to shift U.S. -based management teams outside the U.S., 
which would cause the loss of high-paying jobs in the United 
States. The management and control provision will be extremely 
difficult to administer, and is likely to lead to inconsistent adminis- 
tration that will clog the competent authority process with our 
treaty partners. Given the administrative, technical, and policy 
concerns surrounding the management and control proposal, I 
would urge the retention of the current law rules on determining 
corporate residency. 

In respect to the income tax treaty override proposals, the pro- 
posals, as drafted, would override almost all of our income tax trea- 
ties, in that the active trader business test for qualifying for treaty 
benefits that is included in almost all of our treaties would be sig- 
nificantly reduced in scope. The active trade or business test is per- 
haps the most fact-intensive test for determining whether an entity 
qualifies for treaty benefits. 
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The test typically requires an entity to show that the business 
in the home country is substantial in relation to the U.S. business, 
and the income receiving treaty benefits is related to that business. 
Arguably, this is the most rigorous test in the limitation on bene- 
fits section of our treaties, and is not one that should be overwrit- 
ten. 

When legislation was originally proposed, the treaties with Ice- 
land, Poland, and Hungary were perceived to be abusive and 
abused by non-treaty ultimate parents. Since that time a new trea- 
ty with Iceland has entered into force, a new Hungarian treaty has 
been signed, and the Treasury Department has indicated that ne- 
gotiations on a new treaty with Poland have been concluded. 
Therefore, what may have been one of the main reasons for the 
proposal is no longer an issue. 

My paper also contains comments on FIRPTA and the so-called 
FBAR provisions. In respect to FIRPTA, my main comments relate 
to the administrative burden the current rule has, as any U.S. cor- 
poration is presumed to be a U.S. real property holding company. 
Taxpayers, particularly in controlled group transactions, have often 
missed filings, as they are not thinking about FIRPTA when they 
know that their subsidiary in the United States has very few assets 
that are invested in U.S. real property. Having this presumption 
has required many taxpayers to request relief for missing filings 
related to transactions that are not within the scope of the provi- 
sions. A change to this presumption would ease this administrative 
burden. 

In the context of the FBAR provisions, there are unintended con- 
sequences that may result from a foreign parent using a foreign 
bank account where a U.S. person has signatory authority to make 
expenditures on behalf of the corporation, but has no personal fi- 
nancial interest in the account. These persons are required to re- 
port their signature authority over a corporate bank account in 
which they have no personal interest. These filing requirements 
should be reviewed in order that they would be more targeted at 
the persons that have a direct financial interest in these accounts. 

Thank you very much for the opportunity to share with you my 
views on tax reform in the context of foreign direct investment. I 
would be happy to answer any questions. 

[The prepared statement of Mr. Stricof follows:] 



70 


TESTIMONY Of ROBERT STRICOF 
TAX PARTNER, OEtOiTTE TAX IIP 
ON 

TAX REFORM AND FOREIGN INVESTMENT IN THE UNITED STATES 
BEFORE THE 

SUBCOMMITTEE ON SELECT REVENUE MEASURES OF THE 
HOUSE COMMITTEE ON WAYS & MEANS 

JUNE 23, 2011 

Chafrman and Members of the Subcommittee: 

Thank you for the opportunity to discuss my views on international tax reform as it relates to the U.S, 
operations of foreign multinationals. I am a Tax Partner with Deloitte Tax LLP with over thirty years of 
experience as a tax accountant. I am the head of Deloitte's Global U.S. Investment Services group, 
which serves large foreign multinationals making investments into the United States, My practice has 
largely focused on serving industrial companies and service businesses. 

I am honored to have been invited to participate in this hearing. My remarks will focus on certain 
impediments posed by the U.S. income tax rules on foreign direct investment in the United States and 
technical comments regarding certain legislative proposals that affect multinationals investing in the 
United States. 

Earnings Stripping 

For many years there has been significant debate surrounding whether evidence exists of foreign 
multinationals systematically eroding the U.S. tax base through claiming deductions for inappropriate 
levels of interest expense to foreign related parties (so-called "earnings stripping"), In the American 
Jobs Creation Act of 2004 (P.l. 108-357), Congress directed the Department of the Treasury to conduct a 


study of the issue. In November of 2007, the Department of the Treasury issued its report to Congress 
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on Earnings Stripping, Transfer Pricing and U.S. Income Tax Treaties f With respect to historically foreign 
based companies making direct investments in the United States> the Treasury Department reported it 
did not find conciosive evidence of earnings stripping.^ In order to further its study of earnings stripping 
and assure that it had the data needed to determine whether earnings stripping is in fact a systematic 
problem, the Treasury Department issued Form 8926, Disqualified Corporate interest Expense 
Disallowed Under Section 163(j) and Related Information (the ’‘Form’’). 

From my vantage point as a tax accountant, I have little to add to the economic debate as to whether 
there is evidence of wide spread earnings stripping or not. However, I am concerned regarding the use 
of the Form as a means by which to try and advance the discourse in this area, The Form has numerous 
errors and areas where clarification is needed. Notwithstanding taxpayer comments on the Form,^ 
these issues have not been resolved in the four years since the Form's issuance. Thus, I am concerned 
the Form will not advance the study of the area and it may lead to false conclusions. 

One of the fundamental problems with the Form Is rooted in the lack of guidance regarding how to 
apply the earnings stripping rules of section 163(j). Proposed section 163(j) regulations were issued in 
1991 and many interpretive questions regarding the application of section 163(j} remain unresolved. 
However, the form is unclear whether a taxpayer is to rely on the proposed regulations or not in filling 
out the Form. As a result, similarly situated taxpayers may be filling out the form differently. Thus, the 
quality of the data retrieved from the Form is unlikely to lead to reliable conclusions. 

Although the Form may be unable to serve its intended purpose, it remains a compliance burden for 
taxpayers, in addition, instead of easing the administration of section 1630), ttiy experience has been 

■* Hereinafter referred to as the "Treasury Report." 

^ Treasury Report, pg 4. For other discussions regarding the evidence of earning stripping, see OF!! White Paper on 
Heiated Party Interest Expense, 2003 TNT 154-S3 (April 7, 2003). 

^ See, e.g., Parillo, Kristen, iinernational Business Association Seeks Revisions to Proposed IRS FORM 8926 , 2008 
TNT 44-4 (March S, 2008). 
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that the Form has leact to confusion amongst IRS examiners regarding the application of the rules, For 
example, the Form requires taxpayers to provide information regarding the so-caiied "debt-to-equity 
safe harbor" of section 163(j)‘’ even if a taxpayer is not relying on the safe harbor. This has lead some 
IRS examiners to believe a taxpayer that fails to satisfy the safe harbor should be subject to a 
disallowance with respectto deductions for its interest expense, even if the taxpayer does not run afoul 
of the general rules of section 163{j) and thus, no mterest expense should be disallowed. Consequently, 
I would ask that the Subcommittee urge the IRS to correct and clarify the Form. 

Determination of Corporation Residency Based on Management & Control 

In the last several Congresses, proposals wore introduced to treat companies that are organized or 
incorporated in foreign countries as U.S. corporations if the management and control of the 
corporations occurs (directly or indirectiy] primarily within the United States.^ The proposals would 
treat the managGmGr>t and control of a corporation as occurring primarily within the Uttited States if 
“substantially all of the executive officers and senior management of the corporation who exercise day- 
to-day responsibility for making decisions involving strategic, financial, and operational policies of the 
corporation are located primarily within the United States." 

The proposal has a variety of shortcomings relative to the current iaw that determine whether a 
company is treated as domestic or foreign based on its place of organization or incorporation. I urge the 
Subcommittee to retain the current rules for detGrminir\g corporate residence. 


■* A payor of interest Is not subject to a disallowance for interest deductions with respect to interest paid or 
accrued by a corporation in a taxable year if the payor's debt-to-equity ratio does not exceed 1.5 to 1 (the so- 
called "safe harbor" ratio). 

' International Tax Competitiveness Act of 2011, H.Ft. 62, 112**' Cong., l**Sess. (January 5, 2011); international Tax 
Competitiveness Act of 2010, H.R. 532S, 111*” Cong., 2'"' Sess. (May 18, 2010); Stop Haven Abuse Act, S. 506, 111'*' 
Cong., 1'^ Sess. IMarch 2, 2009), H.R. 1265, lll'^ Cong., 1’* Sess. IMarch 3, 2009); See also, Joint Committee on 
Taxation, Options To improve Tax Compliance And Reform Tax Expenditures {JC5-2-05) (January 29, 200S1. 
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1, Loss of High Paying Jobs in the United States 

First, the management and control proposal Is at odds with the realities of global markets and could 
create inappropriate tax pressures on the location of talent. Increasingly, multinationals are filling their 
executive ranks based on where the top talent is without regard to nationality. Thus, many 
multinationals (foreign and U.S.) have all or part of their management located outside the country of 
organization of their parent company. In addition, because many foreign multinationals with significant 
operations outside the United States also have substantial operations in the United States, it is not 
uncommon for one or more officers of a U.S. subsidiary to sit also on the global management committee 
of the foreign parent. The management and control proposal would likely cause foreign multinationals 
to limit the participation of U.S. executives in policy decisions. Moreover, the proposal could cause 
foreign multinationals to choose to locate top management outside the United States. All of these 
possible outcomes would result in the loss of high paying jobs in the United States. 

2. Anti-Competitive 

Second, the substance of the proposal is out of step with the approach taken by other countries that 
have adopted a management test to determine corporate residence. Some commentators have argued 
this proposal is similar to the manner in which many of our major trading partners determine corporate 
residence. While it is true that many countries look to the place of a corporation’s management to 
determine its tax residence, these countries often focus on the place where the board of directors' 
meetings occur and do not require such a detailed factual determirration based on the location of the 
day-to-day management of certain decision makers in the company's '‘chain of ownership.”^ I am 
unaware of any country that determines corporate residence under a management and control test 
such as the current proposal. 

See generally, NYSBATax Section Report INo. 1232) to Congress, IRS, Treasury on The Management and Control 
Provision of The International Tax Competitiveness Act of 2011 (January 31, 2011). 
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3. Application Should be Limited to Treaty Qualification 

Advocates for the management and control proposal point to its use in recent U.S. income tax treaties 
as an Indication that the test should also be used to determine corporate residence. However, the 
management and control test is infrequently relied upon in U.S. income tax treaties precisely because of 
the numerous questions regarding how it Is to be applied. Alternative tests are provided in U.S. income 
lax treaties to establish one's eligibility for treaty benefits. In addition, the treaty management and 
control test applies only to a single company, the public company at the top of a multinational's 
structure, not to each and every subsidiary as required under the proposal. Moreover, the complexity 
and administrative issues inherent in applying the management and control test are more palatable in 
the treaty context, where there is one of several alterrvative tests available to obtain benefits, It Is far 
different when such a test is the only applicable test for determining corporate residence and when very 
significant tax consequences result from this determination, such as the application of the U.S. 
worldwide system of taxation. 

In addition, there are numerous interpretative questions regarding the manner in which the proposal 
would be applied. For example, it is unclear who within management of a given company might fall 
within the ranks of the "executive officers and senior management" given the different organizational 
and management structure within any given company. It is also unclear what It means to "exercise day- 
to-day responsibility for making decisions involving strategic, financial, and operational policies of the 
corporation." For example, how should the test be applied in the context of a company with a 
decentralized management model? The Interpretation of the level of managerial functions conducted in 
the United States Is not an issue that is likely to be determined in a consistent manner during the IRS 


audit process. 
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4, Increased Administrative and Compliance Burden 

Finally, the proposal would replace an objective, easily administered and easily complied with standard 
with a subjective and highly factual standard. Given the significant tax consequences that flow from the 
determination of corporate residence, the proposal would lead to significant administrative issues for 
the [RS and taxpayers trying to comply with the law. 

Just one narrow example of these administrative issues relates to the applicatior> of our U.S. income tax 
treaties. Many of our current tax treaties have tiebreaker rules for dual resident corporations that 
would require the competent authority to resolve the tie in an instance where a corporation is treated 
as a resident In such a treaty country because of its place of organization and is also treated as a U.S. 
resident because of its place of management and control,' The U.S. competent authority would likely 
have numerous requests for such determinations. 

Given the administrative, technical and policy concerns surrounding the management and control 
proposal, I would urge the Subcommittee to retain the current law rules for determining corporate 
residence. 

Denial of Treaty Benefits if Parent Corporation not in Treaty Country 

The Ways and Means Committee has also considered a legislative proposal that would override all of 
ourtax treaties. The proposal has been included in numerous bills since 2007.'' Although it has never 
been enacted, I want to raise several concerns about the proposal in the context of this Subcommittee's 
consideration of tax reform. 


’ 2006 U.S. Model income Tax Convention, arts. 4(1) and 4(4) (November 15, 2006). 

See, e.g.. Small Business and infrastructure Jobs Tax Act of 2010, H.R, 4849, 111"' Cong., 2'“' Sess. (March 16, 
2010); James Zadroga 9/11 Health and Compensation Act of 2010, H.R. 847, 111"' Cong., l''‘ Sess. (February 4, 
2009). 
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The proposal would deny the availability of reduced withholding taxes for tax deductible payments (i.e. 
interest and royalty payments) between two members of the same foreign controlled group of entities 
(generally "a more than S0%'' threshold) if the common foreign parent would not be eligible for a 
reduced withholding tax rate if it received the payment directly. 

1, Proposal No Longer Needs to Address Treaties without Limitation on Benefits Articles 

The precise target of the proposal is unclear. One interpretation is that the proposal was originally 
geared toward addressing U.S, income tax treaties that did not have anti-treaty shopping provisions (i.e.. 
limitation on benefits provisions) such as the U.S. treaties with Hungary, Poland and Iceland. Since the 
proposal's initial introduction in 2007, the United States has concluded new treaties with Iceland, which 
is currently in effect, and Hungary, which is awaiting Senate action. In addition, earlier this month, the 
Treasury Department indicated that it had concluded the negotiation of a new income tax treaty with 
Poland, which it hopes to sign and transmit to the Senate for its advice and consent soon.^ 

2. The Active Trade or Business Test in Treaties Should not be Overridden by Statute 

Given the proposal's breadth, another interpretation of the proposal's intended target is a particular 
manner in which treaty benefits can be obtained in those treaties that do have anti-treaty shopping 
provisions, namely the so-called "active trade or business test." The proposal as currently written would 
generally override our U.S. tax treaties in the case of a foreign corporation resident in a treaty country 
qualifying for treaty benefits with respect to U.S. interest and royalty payments if such foreign 
corporation was owned by a corporation in a non-treaty country. The active trade or business test In 
our income tax treaties is the most common manner such a company would qualify for U.S. treaty 
benefits. 

Opening Statement of Mono! Corwin Treasury Deputy Assistant Secretary (International Tax Affairs) 

Senate Committee on foreign Relolions, 2011 TNT 110-40 (June 7, 2011). 
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The active trade or business test is the most fact intensive of the tests under which one couid qualify for 
U.S. treaty benefits and the only test that requires a showing of a nexus between the U.S. income for 
which benefits are being claimed and an active business in the other state. The active trade or business 
test determines the qualification for treaty benefits based on a foreign tax resident deriving the U.S. 
income in an active trade or business in a treaty country and that the size of that active business is 
substantial in relation to the business in the United States. Given this. It Is arguably the most rigorous of 
the tests available to determine treaty qualification. The active trade or business test should not be 
subject to a treaty override. 

3. Treaty Overrides Undermine the U.S. Treaty Network and U.S. Muttinationals Seeking Treaty 
Benefits 

The proposal as currently written would generally override every treaty In the U.S. tax treaty network -- 
even those with our largest trading partners -- under the facts that I have described. Treaty overrides, 
such as the proposal, undermine the U.S. treaty network and suggest to other countries that not abiding 
by the terms of our tax treaties is acceptable practice when U.S. resident companies seek to obtain 
treaty benefits from our treaty partners. The active trade or business test has become part of the U.S. 
standard on what is acceptable treaty practice and is in the U.S. model income tax treaty. The 
maintenance of these standards and our U.S. income tax treaty network is essential to facilitate the 
cross border movement of capital with respect to the conduct of active business operations. 

I would urge the Subcommittee to consider retaining the current law rules regarding obtaining treaty 


benefits. 
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FIRPTA 

I wouid also like to offer a comment with respect to our FIRPTA ruies^° and the administrative burden 
they pose on corporate transactions in instances where the policy concerns underlying the enactment of 
these rules are not at issue. 

The FIRPTA rules provide that gain or loss of a nonresident individual or foreign corporation from the 
disposition of a U.S. real property interest is taken into account as if the foreign person were engaged in 
a trade or business within the United States during the ta)(able year and as if such gain or loss were 
effectively connected to that trade or business. The definition of a U.S real property interest generally 
includes an equity interest in a domestic corporation, unless the foreign person establishes that at all 
times during the five year period ending on the date of disposition less than 50 percent of the fair 
market value of the domestic corporation's assets is from U.S. real property interests, 

In the case of transactions, including otherwise tax-free reorganizations, involving foreign owners of U.S. 
corporations, a filing declaring that a U.S. corporation does not meet this 50 percent threshold is 
required, generally, prior to the execution of the transaction, to avoid penalties and interest. If the filing 
requirement is not satisfied, an administrative procedure may be available to obtain relief. In the 
context of intercompany transactions, where it is widely known that a U.S. corporation that is a party to 
a transaction does not run afoul of the 50 percent threshold, the presumption in the FIRPTA rules 
creates an unnecc-ssarily onerous burden on both taxpayers and the IRS. I would urge the 
Subcommittee to con-sider removing the presumption in the case of intercompany transactions. 


■'■'The Internol Revenue Code contains a series of provisions collectively referred to as the Foreign Investment in 
Real Property Tax Act ("FIRPTA") in sectionsSR?, 1445, 6039C and 665210. 



79 


FBAR 

FinaJly^ I would like to offer a comment witK respect to the foreign account reporting rules for Form TO F 
90-22.1, Report of Foreign Bank and Financial Accounts, (so-called "FBAR reporting") and their affect on 
inbound companies. Any United States person who has a financial interest in or signature authority over 
any financial account{s) located outside of the United States is required to comply with FBAR reporting if 
the aggregate value of these accounts exceeds $10,000 at any time during the calendar year. FBAR 
reporting is required of Individuals who have signature authority over a foreign employer's foreign 
accounts, e.g., \n order to disperse payroll or pay vendors, unless the foreign employer meets an 
exception for companies that are publicly traded on a U.S. exchange. U.S. employees of foreign 
multinationals with direct investments in the United States, for example, through a branch operation in 
the United States may come within the scope of such reporting without any apparent purpose. These 
U.S. employees do not have a personal financial interest in these foreign accounts and their foreign 
employers are not subject to U.S, reporting obligations. 

I would urge the Subcommittee to consider the scope of these rules to assure that they do not extend 
beyond their intended purpose in the Inbound context. 

Conclusion 

Thank you for the opportunity to share with you my views on tax reform in the context of foreign direct 
investmertt. I would be happy to answer any questions. 


Chairman TIBERI. Thank you. 

Mr. Wells, you are recognized for five minutes. 

STATEMENT OF BRET WELLS, ASSISTANT PROFESSOR OF 
LAW, UNIVERSITY OF HOUSTON LAW CENTER, HOUSTON, 
TEXAS 

Mr. WELLS. Thank you, Chairman Tiheri, Ranking Member 
Neal, and distinguished members. In this testimony I would like to 
address the following items: first, the issue of tax competitiveness; 
and second, the issue of tax base erosion. 

Let me start by saying that I believe that tax competitiveness is 
a serious issue. When the U.S. activities of U.S. domestic compa- 
nies are treated less favorably than the U.S. activities of inbound 
competitors, a serious structural problem is created that deserves 
careful attention by Congress. Tax rules that treat U.S. activities 
of different economic participants differently will cause the tax 
disfavored economic participant to seek to become a foreign-owned 
company. Or else they risk getting forcefully acquired. 

The capital markets demand that this occur, and the recent cor- 
porate inversion phenomenon is a wake-up call about the serious 
implications of an unequal playing field. Eoreign-owned multi- 
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nationals have a competitive advantage in the United States ex- 
actly because they are foreign owned. Certain U.S. multinationals 
with inbound investment activity share this advantage. But the tax 
advantage afforded to inbound investors arises because of their 
ability to erode the U.S. tax base through base erosion payments. 

Base erosion payments arise from related party transactions 
such as intercompany charges for interest, as Mr. Spitzer so elo- 
quently talked about earlier, rents, royalties, as Mr. Spitzer point- 
ed out earlier, service fees, and from intercompany purchase and 
sales of tangible goods between a U.S. affiliate and a foreign affil- 
iate. Through effective tax planning, these base erosion payments 
can create homeless income. 

The income is homeless in the sense that it is not subject to tax 
in the United States, where it originated, and where the profits 
were derived, nor is it taxed in the offshore country where it is re- 
ceived. The ability to create homeless income affords inbound tax- 
payers a significant tax advantage and unlevel playing field. 

How did it come to be that base erosion payments could be such 
a powerful tax planning advantage? To answer this question, it is 
helpful to consider the historical context of the United States when 
it formulated its international tax policy. 

In the early years, U.S. multinationals were the dominant source 
of FDI around the world. And so, outbound investment far exceed- 
ed U.S. inbound investment. In this setting, the United States Gov- 
ernment wanted the residual profits to escape source country tax- 
ation so that these profits could be taxed by the country that sup- 
plied FDI, meaning the United States in a majority of cases. Resi- 
dency taxation took preference over source country rights to tax- 
ation. 

And so, to further this policy, the U.S., through our treaties, 
sought to require source countries to eliminate withholding on in- 
terest, rents, royalties, in deference to the home country’s sole right 
to tax these profits. The United States relinquished its own with- 
holding rights as a reciprocal measure. But again, the trade flows 
were tilted in favor of the United States. 

Today, the trade flows are reversed, with the United States find- 
ing itself in the posture of a significant net capital importer. Fur- 
ther, not surprisingly, taxpayers have reacted to these generous in- 
bound tax rules with full advantage. Today, inbound investors can 
use offshore tax favored subsidiaries to transact with their U.S. af- 
filiate, move profits within their affiliated companies without it 
leaving the economic group, and earn thier income in a tax-favored 
way. 

Homeless income is a mistake. U.S. international tax policy was 
formed with the desire to prevent international double-taxation. 
This, gentlemen, is a worthy goal. But the desire to prevent double 
taxation was never intended to have the consequence of creating 
homeless income out of U.S. business profits. 

Income earned in the United States economy should bear one 
level of tax. And the assumption should now be that it won’t be 
taxed anywhere in the world, if not here. And not subjecting profits 
of inbound taxpayers to at least one level of tax creates an unlevel 
playing field with domestic companies. 



81 


Homeless income is a mistake that costs the United States 
Treasury significant revenue. This mistake places inbound partici- 
pants in a better economic position versus U.S. companies that do 
not have base erosion opportunities. If left unfixed, this state of af- 
fairs will cause U.S. companies to become prime takeover can- 
didates, or encourage them to self-help themselves into inverted 
companies. 

Again, the corporate inversion phenomenon is merely telling us 
what we already know. The basic issue is the following: inbound 
companies can utilize multiple avenues to strip earnings from the 
U.S. tax base with the benefit of creating homeless income out of 
a significant portion of their U.S. profits. We need a policy response 
that protects the U.S. tax base against base erosion, not just be- 
cause we need more revenue, but because we need equal treatment 
between U.S. domestic companies and cross-border inbound partici- 
pants. 

In my written testimony I provided a proposal that attempts to 
prevent homeless income. But let me conclude by saying that it is 
my belief that Congress cannot allow inbound taxpayers to have 
significant opportunities that do not exist for U.S. domestic cor- 
porations. Everyone should pay a similar level of tax for similar 
economic activity in the United States. The ability of inbound tax- 
payers to create homeless income out of U.S. profits attacks the 
very core of the U.S. tax system, and must be addressed. 

Thank you so much for the opportunity to testify. 

[The prepared statement of Mr. Wells follows:] 
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TESTIMONY OF PROF. BRET WELLS 
HEARING ON TAX REFORM AND TNW.STMENT IN THE UNITED STATES 


U.$. Houst: Committee on Ways and Means 
Subcommittee on Select Revenue Measures 

June 23, 2011 

Chaimian Tiberi, Ranking Member Neal, ami distinguished members, 

Thank you tor inviting me to testify at tills hearing. My name is Rrct Wells, and T am an 
Assistant Professor of I.aw at the University of Houston Law ('enter. ! hold a .ID (with honors) 
from the University of Texas School of Law. I have over twenty years of experience in the tax 
area, much of that lime working in industry. I have previously served as Vice President — 
Trea.surer and Uhief Tax (Officer for B.I Services Company, which was an S&P 500 Index 
company until last year. In iiiy prior industry position and in my currciit position in academia, J 
have had the opporlunily to consider why expatriated and forcign-ovvned compttnies have y 
significant competitive advantage in the US marketplace over US-owned companies.’ 

In this testimony, I would like to address the fbllowHng items: 


1 . The issue of tax competitiveness. 


2. The issue of tax base erosion. 

3. An approach to achieve both tax competitiveness and prevent tax base erosion. 


I , Competitiveness. 

T.et me start out by saying that I believe that tax coinpetitivene-ss is a serious issue. When the US 
activities of US domestic companies are treated less favorably than the US activities of inbound 
competitors, a serious structural problem is created that deserves carcf\ii attention by Congress. 
Tax rules that treat the US activities of different cconoiiiic participants differently w ill cause the 
tax disfavored economic participant to seek to become a tax-fa vored economic participiuit ... or 
else they risk getting forcefully acquired. The capital markets dcniand that this occur. The 
recent corporate inversion phenomenon is a wakc-up call about the serious implications of an 
unequal playing field. ^ foreign-owned multinationals have a competitive advantage in tlie 
United States exactly because they arc tbreign-owned. Certain US muhiiiationals with inboutid 
investment activities share this advantage to some extent. Tlic tax advantage afforded to inbound 


' The views- expressed here are solely my (Hvn vlevvs and do nol necessarily reflecl the views orUnlverslly of 
HmisUm f.aw Cenler or o!' uny prior employer. 

'' For a more extensive discussion ofthese advantages and how cori'x^raie inversions highlighi these advantages, 
please SCO tVcIls. 'What Corporat(' Inxersions Teach Us Ahoi(t Internatiom7l Titx Hefonn, " 127 Tax Notes 1345 
{June 23, 2010).' 
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invcslors arises because of iheir abiiily to erode ihe US lax ba.se through base erosion pa.ymenls. 
Base erosion payments iirisc from related parly iiaiisaclioiis such as intercompany charges for 
mlcrcsl, renls, royailies, services fees, and from inlercoinpany purchases imd sales of tangible 
goods between a US affiliate and an offshore foreign afilliatc.’ 

Through effective tax planning, these base erosion payments can create ‘■'Homeless Income.'’ The 
income from these base erosion payments is “homeless'^ in the sense that it is not subject to 
taxation in the United States where It originated nor is it taxed in the offshore counby where it is 
received. Others have referred to this type of income as '‘Stateless Income,” but regardless of 
nomenclanire'* the result is that inbouiid economic participants can create zero taxed income for a 
significant portion of their income arising from their US business activities. Tlie ability to create 
Homeless Income, therefore, affords inbound taxpayers a significant uix advanuige and creates 
an unlevel playing field. 


('ongress can re.spond to an imlevel playing field in one of three ways. First, (’ongi'ess could 
choose to reduce all taxes for all business activity, thus making everyone tax-favored. Ciiveti the 
current fiscal budget crisis, T assume that this option is not feasible or prudent for the country. 
Second, Congress could choose to ignore the problem by .saying that we should simply provide a 
tax advantage to inbound investors in order to create an extra incentive for those investors to 
participate in the US economy. Over time, thi.s clioice w'ill cause tax -disfavored companies to 
transform themselves into tax-favored companies, and so in reality this second choice is much 
like the first choice except lhal the miirkelphiee is the mechanism fur converling iax-disfavored 
econumie participants into tax-favored economic participants. The third ailemativc is tor 
Congress to collect corporate taxes at a politically agreed-upon lax rale but to do so in a manner 
that attempts to lax the US activities of all corporations in a comparable manner, whether they 
arc inbound investors or not. for the balance of my testimony, 1 will assume that Congress will 
wtinl to proceed w illi this third approach. 


■'■ staff of the Joint Committee on Taxation, ‘Tresenr Law cmd Bact^gTouy^d Related to Possible Income Shitting md 
Tntmfcr Oricing, " .fCX-37- 10 (.Inly 2{), 2010). I'oreign affiliates ovvneH by llS multi nationuls generally cannot 
enjtage in l>ti.se erosion stmtegies with a l.'S atniiaretbat a.re premised on intercompany interest, rent, or royalty 
charges due to the Subpart F rules. See §D52(a)(2'); §952(b) (excludes US .source income from subpail H income 
only ifil is efTcctivcIy connecU'd income); §9M(cKl)('^); (irciils toons ki US affiliaU's from eonlrolled 

foreign corporations a.s invcsLmtsiUs in US properly with ihc consequence that these investments trigger a subparl F 
inclusion to the extent olThe unrepairiaied foreign earnings and profiis of the controlled foreiau cori>oration). 

Bui, base erosion arising (font intercompany scr\'icc charges and Ifom tJtlcrcompany purcha.scs and sales with a 
foreign atliliaie may not be subject to cunent US ia.caiioji under the US stibpaii F rules and thus arc available means 
to achieve base erosion. .SiccTreas. Reg. §l.954-4(a)(21 (manageiiai services can be charged to the US aflilialc 
without treating a subpart F inclusion by reason olThc reluled parly services income provisions or§954 ifihose 
services are perl'onned within the coinrlry of the ser\ ice provider's incorjsoTukton): Treas. Reg. §1.9.‘54-.'?(aX4) 
(tnimufaeturing exception); Treas. Reg. §1 .954-.i(a)(l Ki') Coxempi commodity exception). 

“ Edsvard D. KloiiibanJ, '‘Lessons of Stateless Iiicoino,” USC Legal Studies Paper No. 1 1 -7 {absiraci available as of 
April 19.201 1, at hiip://ssm.eojiL'''abst]'aei‘-1791783). 
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2. Tax Ra.se Erosion 

How did It come to be that base erosion payments could be such a powerful tax advantage? To 
answer this question, it is liclpt'ul to consider tlic historical context for the foundational premises 
of the extant US international tax policy. In the early years, US multinationals were the 
dominate source ofFDT around the world, and so US outbound investment far exceeded US 
inbound investment. In ibis econontic sellrng, the United Slates govennneni wanted to maximize 
the amount ofresidual profits that could escape source country taxation so that these residual 
profits could be taxed by the country that supplied tlie FDT, meaning the United States in the 
majori ty of cases. Residency taxation took preference over source country rights to 
tax. Furthermore, US transfer pricing policies maximized lesidual prof is that could be reported 
by the countiw that held the intellectual property and was the source of capital and equipment, 
and so to further this policy the US tax treaties sought to require source countries to eliminate 
withholding tax'cs on inieresi, rents, and royalties in deference to the home country’s sole right to 
assert taxing jurisdiction over these items of profit. The United States also relinquished its own 
w ithholding tax rights as a. reciprocal measure, but again the trade Hows w'crc tilted in favor of 
the United States. Tn hearings before the House Ways and Means CoinmiUec in 1 930, Professor 
Thoma.s Scwel I Adams testi fed that the reduction in US withholding taxes was of no significant 
concern because the United Stales treasury would be the net benefeiary if both countries reduced 
sourced based vsiibholding taxes since the United States was a net capita! exporter.^ 

Thus, although (be US source country Ui.x rights have been purposely subordinated, this 
concession was made in the context of the United Slates govemment expecting that a greater 
amount of residual profits w'ouid flow' into the United States treasury beeitiise of the reciprocal 
subordination of the source country lax rights of other countries. Today, the trade Hows are 
reversed with the United Stales finding itself in the posture of a signifeanl net capital importer. 
ITirlheiTnorc. not surprisingly, taxpayers have reacted to these generous inbound lax rules and 
have taken full advantage of tliem. Today, inbound investors can use an offsiioie lax-favored, 
subsidiary to Iransael with their US aCTiliale so Ural U$ origin profits can be earned in a eouniry 
that chooses not to lax offshore income, fhis commiltce received testimony last monili about the 
fact that many countries have adopted tcriitorial tax regimc.s. (iiven that this is the case, the 
United States’ coiitiiiiicd willingness to allow base erosion payments to escape any US source 
countrv’ taxation allows large amounts of US origin profits to become Homeless income due to 
the fact dial many of our trading partners now‘ disclaim taxation of extraterritorial income. 

Homeless income is a mistake. US iniernationnl tax policy was formed w^ith the desire to 
prevent international double taxation. This is a worthy objective. But, tltc desire to prevent 
double taxation was never mlcnded to have the eonscqiicnee of creating Homeless Income out of 

^ See SliUemerl afrtr. Thomas S. .■\daiTis. Heariiig<i on H.R. tfUfi-r A Bill In 'Reduce Internaiional Double Taxation 
lift'orc ihc House Way^aud Means Commitioc, 71 Cong. 2d. Sess. ai 47-48 (Maivli T 1930), repriniec) a\ Stall of 
ific Joiiil CDniiniltecon Taxalion. Le g islative His t o r y oCUn iicd Sta les T a .> i. Couve M io n s (Vol. 1) al 53*34 (1962). 
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US origin profits. In 1923, a. group of economic experts issued a report lo the League of Nations 
indietiliug llieir belief that over lime that i\ significant majority of countries would eveulually 
choose lo lax their companies on a worldwide basis,^ and so relinquishing source eouiitry 
taxation would, serve only lo shift the ineidenee of taxation but would not be expected to chajigc 
the amount. 15u.l, the world has evolved in exactly Uie opposite direction with many of the 
United States trading partners adopting territorial tax regimes. Income earned in the United 
States economy should bear one level of tax, and the assumption should now be that It won’t be 
taxed anywhere else. 

Homeless Income is a mistake that costs the United States treasury’ significant tax revenue. This 
mistake places inbound economic participants in a better economic position versus US 
companies that do not have these same base erosion opportunities. If left unfixed, this sdite of 
affairs will cause LiS companies to become prime take-over candidates or encourage them to 
engage in .self-help efforts to transfomi themselves into the tax -favored economic participant. 
Again, the corjiorate inversion phenomenon is merely telling us what we already know. 

C'ongress lias reacted to this inbound advantage in the past by enacting targeted measures such as 
Section 1 63(j) and Section 897, but those remedies do not represent a comprehensive approach 
to protecting the US tax base from the full range of potential tax base erosion payments that 
exist. The basic issue is the folloAving: inbound companies can utilize multiple avenues for 
stripping earnings from the United States tax base with thebenefit of creating Homeless Income 
out of a signiiicimt portion of their US origin profits. Efforts l.o allack this; problem through the 
SubpiiTl r regime may close this base erosion loophole for the inbound aclivilies of US 
multinationals, but these Subparl E reforms do nothing lo change the fundiunental loophole for 
the inbound activities of foreign-owned multinationals since these multinationals arc generally 
not subject lo the US subparl T regime. And, whal is vvorse, ulUteking the Homeless Income 
problem via subparl i- reforms arc iinli-compelilive because they create a greater disparity 
between US multinationals versus foreign-owued multinationals. I'hus, W'c need a policy 
response that protects Uie US tax base against base erosion payments regardless of whellier the 
mboiuid base erosion strategies arc conducted by a US mullmational or by a foreign-owned 
multinational. 

3. Base Protecting Surtax' 

In my view, the United States should consider imposing a gross “base protecting surtax" on any 
base erosion payment made by a US payor to a forcigti affiliate. Tlic existing US transfer pricing 
rules have done a fairly good Job at ensuring that the routine operating profits of US affiliates arc 

^ on Dimble TirMulion lo ihc Finai'icial CommilLire oTlhe League ol'NalitJns," League oI'Nalions Doc. F.F.S. 

73 F I9ai51 (April .5, 1 92.3). 

■ Ttii«. proposal is more ruily developed in an unpublished manusoripl enliUed Brci W''elis & Cym Lowell, 
Inienutlionol Tox Re/arm: Source, ami Cofleciian are the Linchpins" (tiiipiiLilishcd rnaiuiscripi). 
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rcporlcd in Lhc Lnilcd Stales, but those ritles have not been sueeessi’ui at ensuring that the 
residua] profits created by activities in lire United Slates are taxed in the United Stales. To 
correct this situation, the presumption should be that base erosion payments strip residual profits 
from the United States and a net basis tax of thiity-five percent (j^yo) should be owed, on these 
residual profits until proven otherwise. The surtax rate would need to be deicnnincd, but let’s 
assume for this discussion that a tcji percent (10%) surtax on tlic gross amount of a base erosion 
payment represents a reasonable upfront estimate of a net thiity-five percent (35%) tax after 
considering allocable expenses.*^ 

If the inbound multinational thinks that the 10% surtax Is excessive versus the tax that would 
have existed had the residual income been subjected to a 35% net basis tax after considering all 
appropriate deductions, then it can disclose its foreign company’s books and records so that the 
IRS can correctly determine the actual residual net profits that desen-e to be taxed in the United 
States. Tf the taxpayer proves their case, then a refund of the excess portion of the surtax could 
he given.’ 

When assessing the appropriate anwunt of US tax that should apply on residual profits, the 
United States should, use either a formulary apportionment or a profit-split methodology to 
ensure that the United States is able to tax its fair share of tiie residual profits of the combined 
global income. Furthertnore, in applying these transfer pricitjg methodologies, a fiinctioiial 
analysis should be performed to determine which country is entitled to tax the residual ittcome, 
and until proven alhervvisc ihe United Stales should stiirl with ihe premise that the residual 
prolils are Homeless Income anil shouki be la.xed in the United Slates since they arose Ifom Ihe 
United Stales. As a general matter, countries lax the functions that actually occur in their ovvn 
country, so the United Slates should not ailovv base erosion payments to escape US taxing 
jurisdiction unless it is satisfied that some portion of the residual profits are rightly attributable to 
the functions perfomied in the other coioilry. Because this proposal uses existing transfer pricing 
concepts of profit split or fonnuhiry apporliomncnl to calculalc the final lax, it satisfies the 
guideposls of Article Vll of Ute U S Uix liealies that rcciuire die United Stales to collect lax only 
on the profits that arc attributable to the United States.''^ 

Thus, the presumption is changed. This proposal prevents Homeless Income before it is created 
because it collects an upfront surtax on the gross amount of the base erosion payment. If the 


* For (lie balance uC (his testimony, \ locus on how the base protecting surtax would particularly apply to inbound 
laxpayci's given ibai inbound issues arc the focus of (oday's hearing, but il should bo noted that this proposal applies 
to all base erosion paymotits and not just to base erosion payments ol' inbound tiupaycrs. A.s such, this proposal 
would also serve to address situaiioiis vvlicre US tnullinaiioriais might auciiipi to eai'n c.wcss residual piolits jj] an 
oiTshore Ibreigo afniiaie through base erosion paytncnis made lo that foreign alllliaLc, 

^ The IRS could also be given aulhorily lo reduce the base pnHeclirg surtax to a lower amount il’ils applioalitm 
would be particularly excessive by providing a Base Clearance Cerlillcaie on the condition that the inbound 
company pj'ovidc its ibreign books and records and participate In a review' process. 

See. Article VIl(2'3 of lltc US .Model Income Ta-X Coiiveniton (November 1.5, 2006). 
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foreign affliialc of a foreign-owned tnullinational docs nol wish to disclose Lheir offshore books 
and records, then at least a J 0% gross surtax is eolleelcd and retained, but, for many inbound 
multinationals, this proposal would create an incentive to be transparent and to work, with the 
JRS to determine the correct amount of tax that is due on the residual net profits arising from 
their US inbound activities. Because current law allows base erosion payments to become 
Homeless Income, the IRS is left in ilie unenviable position of trying to defend the US tax base 
against a zero tax result througli costly and expensive audits where they may have difficulty- 
obtaitiing foreign books and records. An upfront surtax changes die incentives. 

The intent of this reconmiendafion is to ensure that residual profits do not get allocated away 
from the US taxing jurisdiction unless a true functional analysis is performed that considers the 
overall profits of the global company using a combined transfer pricing methodology. Protecting 
the US tax base against lax base erosion serves the goal of addressing the Homeless Income 
problem and sen-es to further the goal of not allowing inbound companies to create a competitive 
advantage. If inbound economic participants did not have a tax advantage over their domestic 
competitors, then the tax advantage of locating jobs overseas in order to supply products to the 
US marketplace would be reduced. To the extent that this proposal eliminates a tax handicap 
and equalizes the playing field for all economic participants, this proposal should sei-ve to ensure 
that no US economic participant receives an unfair tax advantage and thu.s tax competitiveness 
concerns are addressed. Finally, to the extent that the United States can better collect taxes on 
Inbound activities so that Homeless Income does not get created from US base erosiot^ payjnents, 
such tm effort would provide a source of much needed (lix revenue by closing an unnecessary lax 
loophole. 

Ihank you again for the opporUiniLy to testify. 
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Chairman TIBERI. Thank the three of you for your great testi- 
mony. I have got a question for all three of you, and I will start 
to my left here. 

You have all talked about — in either your written testimony or 
your verbal testimony — that we have the — we have a comparatively 
high U.S. corporate tax rate, compared to our competitors around 
the world. And there are incentives that multinational companies 
doing business in the United States have to transfer their income 
overseas. 

What do you suggest we can do, through tax policy, to change 
that incentive? 
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Mr. HUFBAUER. Thank you, Chairman Tiheri. Here I think 
there is a sharp difference between Professor Wells and myself. We 
used to have a worldwide tax system as our concept of the norm — 
and I wrote about that in my testimony, I didn’t have time to dis- 
cuss it. The worldwide tax system has long not been the norm. It 
is now only followed by about six countries, none of which have the 
high tax rates which the U.S. imposes. 

We are out of step, it isn’t that the world is out of step. And we 
cannot go back to 1960, when the United States dominated the 
world, not only militarily but economically. We are now in a very 
competitive situation, as you well know. 

So, my answer to your question is we have to get our rates down 
to where other countries are, which is if we are going just talk 
about the OECD countries we need to cut at least 10 percentage 
points, and I would say 15 percentage points, off the statutory cor- 
porate rate. If we want to talk about China — and many people do — 
it has to go further. We are way out of step. That is the biggest 
single thing. And I think that is where the attention should be fo- 
cused, not on trying to, as I put it in my testimony, build a moat 
around a U.S. tax system which is out of step. 

And it is not just out of step with China, it is out of step with 
Canada. Canada has a far more competitive tax system than we do. 

I am just focusing on the rates, but I could extend that to many 
other dimensions, particularly research and development, a favorite 
subject of mine, or expensing of equipment, or whatever. I mean we 
are just a country which does not use its tax system to encourage 
investment, either in physical capital or intellectual capital. Thank 
you. 

Chairman TIBERI. Thank you. 

Mr. STRICOF. It is very difficult for me to address policy issues, 
as a tax technician. I am not a tax lawyer; I am just a tax account- 
ant. But let me give a little bit of my view on this. 

There is a big competition for capital in the world. People have 
choices as to where to deploy their capital, where to earn their 
profits. If you have a choice of employing your capital in a place 
where you can pay a 20 percent tax rate, or a place where the com- 
bined federal and state rate is easily 40 percent, where would you 
want to earn your profits? It is a very simple, methodical type of 
analysis, and a number of companies do that type of analysis when 
deciding where they can put their businesses. 

Unlike Nestle, which has to put a lot of its business where the 
consumers are, a lot of other types of activities can be put any- 
where in the world. The point made for Falcon Jets. They could be 
manufactured anywhere, and they can fly here to be purchased by 
U.S. consumers. So I think you have to look to see what is going 
to encourage people to invest here. 

I would also like to address a comment that was given to the ear- 
lier panel, which was, “If there was a choice between lowering the 
corporate tax rate and getting rid of the R&D credit, what would 
you do?” Here, in this environment, I think you have to look and 
see what other countries, for example the UK, Netherlands, and 
many others have done. What they have done is they have lowered 
their corporate tax rate, and also provided incentives for R&D. 
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They have their patent box regimes and other regimes that encour- 
age specific activities, as well as general activities. 

Chairman TIBERI. Thank you. 

Mr. WELLS. It is a very important question, Chairman. Let me 
say that my comment earlier was not to say that I pine for the 
days when residency taxation were better. I just want us to under- 
stand why we thought it was good to allow earnings stripping in 
the past, when the U.S. was the dominant source of capital, and 
would be the beneficiary. 

What we find today is our tax rates are high. I agree with Mr. 
Hufbauer on that point. 

But focus on the testimony you heard earlier. Nestle had an ef- 
fective tax rate less than 10 percent worldwide in their financial 
statements. How can it be that a consumer food company in the do- 
mestic economies of the OECD can get less than half the percent 
of the tax rate that this committee is discussing? 

It is because — they have told you already — their ability to strip 
earnings out of the U.S. economy and other countries allows them 
to achieve an effective tax rate that is significantly below the rates 
we are talking about. I don’t disagree with Mr. Hufbauer saying 
that lower rates would be a better system. But it is not going to 
be low enough to cause anyone not to want to earnings strip. 

Now, Mr. Hufbauer said China has a more favorable regime. But 
let’s remember they have withholding taxes on interest and royal- 
ties, and have refused to give zero tax treatment to those types of 
payments cross-border. So we can learn from China. There is no 
question that when someone earns profits from the U.S. activity, 
it should not escape total taxation. 

And the other point I would make is this, that if we allow in- 
bound investors to have a significant competitive advantage versus 
their U.S. competitors, the corporate inversion phenomenon is tell- 
ing us the result. We must treat U.S. companies the same. And if 
they are going to pay a full U.S. tax on U.S. business activity, then 
we must have a system that causes inbound taxpayers not to pay 
more than their fair rate, but at the same time to pay at least the 
same rate. If we don’t, we are rewarding winners and losers un- 
fairly. And the ability to have interest stripping and royalties strip- 
ping is a benefit that an inbound company has, that Nestle has, 
that others have, that U.S. companies that are U.S.-based do not 
have. 

Thank you for the opportunity. 

Chairman TIBERI. Thank you. Mr. Wells, I want to follow up. 
Thank you for your thoughts, too. 

You wrote an article about a year ago in Tax Notes — and I want 
to quote from it — regarding our corporate tax rate and our world- 
wide system. “Disadvantaged ownership of capital by U.S. -based 
multinationals creates an incentive to shift that ownership away 
from U.S. -based companies to foreign-owned competitors, and the 
recent empirical studies suggest that this possesses a significant 
threat to U.S. domestic job creation.” 

And your article goes on to state that the U.S. should move to- 
ward a territorial system that exempts active foreign income. Do 
you still believe that, and can you expand on that? 
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Mr. WELLS. Yes. What I was saying in the article is that the 
ability for U.S. companies, or the inability of U.S. companies to be 
able to earn income in the same low-taxed environment that for- 
eign-owned companies have is a competitive disadvantage. And we 
should expect that foreign-based companies would have an oppor- 
tunity to take those companies over to the extent there are 
synergies for them to acquire them. 

A territorial regime versus our existing regime is — there are pros 
and cons to either approach, okay? And if you had a territorial re- 
gime as the premise of what this committee wanted to propose, it 
would be incumbent on this committee to make sure that there 
were base-protecting measures that would protect the U.S. tax base 
from being able to be eroded by all taxpayers. In a territorial re- 
gime, the opportunities to erode the U.S. tax base would exist for 
every participant. So, it would be a challenge that this committee 
would be required to take, because everyone would be in the same 
position. 

But the point I think the committee should consider is whether 
it’s a territorial regime or a worldwide regime, certainly how we 
tax inbound activity should try to achieve comparable results for 
each economic participant, whether they are a U.S. company or a 
foreign company. How you treat outbound activities and the dis- 
parity between U.S. multinationals and foreign multinationals in 
third countries is a harder question. 

But certainly taxing the inbound activities, we should attempt to 
have a horizontal equity between each of those two companies. 

Chairman TIBERI. Mr. Stricof, can you comment on that issue? 

Mr. STRICOF. Most certainly. Foreign-based companies, the ones 
that invest in the United States, are largely in developed countries. 
As was pointed out by Nancy McLernon in the earlier panel, China 
represents less than one percent of all foreign investment into the 
United States. So, where is this money coming from? 

The money is coming from Germany, from France, from the UK, 
and others. And each of these countries has effectively decided that 
their equivalent of subpart F — because most of them have that — 
do not really need to cover the type of income that is being talked 
about as being earnings-stripped. And, instead, must view that 
money as being more important to come into their local country 
however, and then be redeployed in their local economies. 

And what is that doing? I don’t see where the UK is suffering 
nearly as much as the U.S. or France or Germany or any of a num- 
ber of these other countries that have these significant rules. I see 
the money coming back to those home countries, and being rede- 
ployed in their businesses. 

When it comes to base erosion, what was commented upon was 
two or three different factors of base erosion. There are manage- 
ment service charges, there are rent and royalties, and then there 
is interest expense. When it comes to management charges, I per- 
sonally do not see management charges coming into the U.S. to the 
same degree as I see management charges going out from the U.S. 
by U.S. -based multinationals. 

When it comes to rent and royalties, IP is usually centrally lo- 
cated in a country where the company is based. It is appropriate 
to charge a rent or royalty for the use of IP, just like tJ.S. multi- 
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nationals, if the IP is owned by the U.S. company, charges out for 
the use of IP. While payments for IP are base-eroding, I imagine 
in concept, they are really not base-eroding with the same negative 
connotation that has been given. 

And, as I have already commented, in respect of interest expense 
it is difficult to say whether U.S. companies are eroding their tax 
base any more than anybody else. There is just no empirical evi- 
dence of that. Thank you. 

Chairman TIBERI. And finally, Mr. Hufbauer. 

Mr. HUFBAUER. Thank you. I guess the first point that would 
be made is when it comes to base erosion — and I have written 
about this at length — my big concern is the erosion of the personal 
income tax. And quite a bit of legislation has been passed by Con- 
gress. Some of it maybe goes too far, but it is in the right direction 
to not have U.S. citizens or residents avoid the U.S. tax system by 
putting their assets abroad. That, to me, is the big concern. 

In terms of base erosion by corporations or business firms, they — 
I think the only area of important concern is interest payments, for 
the reasons that Mr. Stricof said. Royalty — I mean our interest, our 
national interest in royalty, is exactly to keep the rates very low, 
because our royalty income from abroad of all kinds — trademark, 
copyright, intellectual property patents, or whatever — is huge com- 
ing in, and rather small going out. So, if you have a system where 
a goose — ^you know, sauce for the goose is sauce for the gander — 
we want to get those rates low. 

In addition, I would commend to the congress to think about the 
kind of patent box system that Netherlands and a few other coun- 
tries have introduced, not only to keep the rates low, but to tax 
that kind of income at a very highly preferential rate here in the 
United States to encourage R&D. That, to me, is a meaningful 
R&D encouragement which we should have, and we don’t have. 

But turning briefly to interest income, this is a very — ^you might 
say it is homeless on a worldwide basis. The tax rates are very low, 
and I have written about that extensively. They are low here in the 
United States, they are low abroad. It is a low-tax form of income. 
It has kind of distorted debt equity ratios globally. It has contrib- 
uted to our financial crisis. I think it is a problem, and I think, if 
you are going to worry about erosion, it really should focus on the 
interest side of the whole picture. 

Finally, let me say that I — Professor Wells and I are in total 
agreement, I believe from the excerpt he read, on the necessity of 
having a territorial system with a view to U.S. outward invest- 
ment. So we are in very close alignment there. Our current system 
is quite discouraging to U.S. companies, by comparison with com- 
panies based in almost any other country. 

Chairman TIBERI. Thank you, all three of you. I will yield to the 
ranking member, Mr. Neal. 

Mr. NEAL. Thank you, Mr. Chairman. Let’s go back over a cou- 
ple points that have been made here. 

Professor Wells, you are pretty blunt in your testimony that for- 
eign owned multinationals have a competitive advantage in the 
United States because they are foreign owned. You go on to say 
that that tax advantage afforded to inbound investors arises be- 
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cause of their ability to erode the U.S. tax base through base ero- 
sion payments. 

What about a specific example, and how prevalent is this? 

Mr. WELLS. I can give you several specific examples. One was 
when I was vice president, treasurer, and chief tax officer of an 
S&P 500 company. I saw half of my peer group invert. And I read 
the public statements. Why did they invert? Why did they want to 
become foreign multinationals, when it was a paper transaction? 
And what they said was is that they needed to get at the same tax 
rate as their other competitors. That was the reason they did it. 
That was their public statement. 

So the first thing I would say, Mr. Neal, is that — the inverted 
companies are telling us why they did it. 

The second thing, in the article that the chairman referred to I 
said, “Well, let’s test whether what they said was right.” So I took 
the five-year average tax rate for the inverted companies in my 
peer group, and I compared it to Schlumberger, the Behemoth in 
the oil field services sector. And I said, “What do their tax rates 
look like?” And they were within half a percent. Imagine that. They 
got to within a half-a-percent. Now, their tax rate dropped from 37 
percent, the average of these companies pre-inversion, down to 20 
percent post-inversion. But the 20 percent post-inversion rate was 
on par with their other foreign competitors. So, I would say that 
subsequent experience helps us understand. 

But then there were other acquisitions that I talked about in the 
article, namely Schneider’s acquisition of Square D, or the Nestle 
transaction that you just heard about, their acquisition where they 
pushed debt into the U.S. target company. The ability to lever their 
acquisition, and to strip interest out of their U.S. affiliates by inter- 
company transactions, allowed a significant portion of their U.S. 
business profits to leave the U.S. and to go to a low- taxed country. 

And so, I think that we are getting enough anecdotal evidence, 
both from the testimony you have heard today, the subsequent his- 
tory of what the inverted companies’ tax rates look like compared 
to their other competitors, and just knowing that the tax planning 
tools between inverted companies and foreign-owned companies are 
the same. 

I think that the inverted companies have done this committee a 
great service. They have given us a knowledge about the cause-ef- 
fect dynamics of why their tax rates went down, and why it went 
down is because they are a foreign company with the same tax 
planning tools as al other foreign companies. 

Mr. NEAL. Mr. Stricof, you — and then Mr. Hufbauer, would you 
like to offer your analysis? 

Mr. STRICOE. Sure, thanks. I think there are some very valid 
points that have been made. I think that when you look at the com- 
petitive advantage a foreign company may have, a lot of that has 
to do with capital flows, whether you talk about them as base-erod- 
ing payments, or whatever. And one of the major problems the U.S. 
entities have, as compared to their global competitors, would be 
solved effectively by territorial taxation. 

What happens in, say. Nestle — and I am not trying to use Nestle, 
other than everybody else has, so I mean no disparaging remarks. 
What happens; Nestle decides to make an acquisition, or any com- 
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pany decides to make an acquisition that is based in any country 
in the world except the U.S. How are they going to fund that acqui- 
sition? 

They can take money from all the other countries they have in 
the world, repatriate it to their home country at virtually zero tax- 
ation; in most of the free world such a repatriation of profits is ei- 
ther tax free or they have a 95 percent exemption of that income 
coming back, which they can redeploy in the acquisition. 

What I find — and I do strategic acquisitions, I don’t do leveraged 
buy-outs or other things like that, I do a lot of strategic work — I 
find that when you are doing acquisition planning, who is going to 
win that acquisition? U.S. companies go after the target; foreign 
companies go after that target. Whoever has the best synergies 
from a true business perspective is who actually wins the deal. It 
has very little to do with the taxes. 

If there are base-eroding type payments in the form of interest 
expense that comes back to the parent country, it just allows the 
foreign multinational to redeploy that cash. And therefore, they 
have more cash available to do the acquisition. I don’t think it is 
really the fact that it is zero-taxed as much as that they can get 
the money back to where they need it to be. 

Mr. NEAL. Mr. Hufbauer. 

Mr. HUFBAUER. Thank you. About 40 years ago, when I was 
in the Treasury, one of my early tax articles was on the theoretical 
possibility of inversion. Well, it was theoretical in the 1970s and, 
as Professor Wells and others have said, it is something of a reality 
now. 

But my recommendation, as I have said more than once, is to im- 
prove our own tax system as the major answer, rather than addi- 
tional moats, as the major answer. I am not saying that we 
shouldn’t have some moats — and we have some which have been 
put in by Congress — but the big issue is not the handful of corpora- 
tions which invert. Yes, that is an issue. But the big issue are the 
global 1,000 corporations of 2020, and where they will locate. 

I believe there is a very strong synergy between corporate head- 
quarters and R&D and the rest of the economy. We want as many 
of these corporations who are yet to grow and yet to come on the 
scene to locate here, in the United States. And our tax system is 
a disadvantage, for reasons that have been said in more detail than 
I can say. 

And we should think about that, and really concentrate, in terms 
of inversion, on what I would call crystal clear abuses, but not try 
to reinvent, in its erstwhile glory, the worldwide tax system as it 
was conceived by Peggy Richmond, a very distinguished scholar of 
an earlier era, back in the 1960s. We are not going to go back to 
that world. Thank you very much. 

Mr. NEAL. Mr. Wells, there are some who have suggested that 
if we tighten the rules on earnings strippings, it is going to discour- 
age foreign investment. What is your take? 

Mr. WELLS. Okay, I have several comments. The first is that if 
an investor is told that they will pay the same taxes every other 
American, whether they are foreign-owned or domestic-owned, and 
that is a discouragement, well, then we have a fundamental prob- 
lem, Neal. Because if we will give someone a tax preference in 
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order to be here, then we should expect all of the economic activity 
to be transformed. Mr. Stricof and others in the accounting firms 
will do a fantastic job of reshaping America into the most preferred 
investor into this country. 

So, we have to start with the premise, in my mind, that we do 
not want to discriminate against foreign investment, but we cannot 
allow economic participants to have an unequal playing field. 

Now, on the point earlier about residual profits and royalties, I 
think that is an issue for this committee to think through. We re- 
linquished our source country taxation right to tax residual profits 
because of what was said earlier, because we expected more to 
come back to the U.S. Treasury, and we expected the other home 
countries to tax those earnings. 

But if your committee sees that the other country is not taxing 
those residual profits, that they are escaping taxation and result in 
no taxation, then the fundamental reason we decided to not have 
source-based taxation — namely, to allow the other country the pri- 
mary right to tax these profits at their normal rate — that assump- 
tion is off. It is wrong. 

And so, if we are going to have comparable treatment in a world 
where the other country doesn’t want the deference, then you have 
to think, well, what does today’s world look like? In the post-World 
War I era when we had these treaties coming about, all of the 
World War I victors were wanting to fund their war debt, and they 
would tax the residual profits. But as Mr. Hufbauer has said, resi- 
dency taxation is now leaving the earth. 

And so, why do we believe that other countries will tax this off- 
shore income? And if it is a competitive disadvantage, then we 
must do something about it. 

So, what I would urge you to think through is not just the ques- 
tion of what we are going to discourage. We need to have com- 
parable treatment. And I don’t think that comparable treatment is 
going to cause anyone to not want to invest in the United States. 

Mr. NEAL. Thank you. Mr. Stricof or Mr. Hufbauer, would you 
care to comment, as well? 

Mr. STRICOF. One has to decide what is the goal. And if the 
goal is to encourage foreign investment into the U.S., to promote 
job creation, to promote capital investment, anything that one does 
that restricts that will prevent that result from occurring. That is 
what I think. 

If you look at the companies that are making the most invest- 
ments in this country, you look again — just like I said in my earlier 
response to a question, you look at Germany, you look at the UK, 
you look at all these other countries. The capital flows are going 
back to those countries in a tax-efficient a manner. I guess the con- 
cept that is being expressed by Mr. Wells is the U.S. should be the 
tax police of the world, which we have heard about before. I don’t 
know what makes the U.S. the tax police of the world. 

If the foreign jurisdictions that are earning the income choose to 
tax that income or not, why are we trying to interfere with that? 
I understand that in treaties, treaties are bilateral, and that they 
are supposed to ensure that there is no double-taxation in the 
world. The U.S. side of the deductions are appropriate levels of de- 
ductions. That is what I have testified to already, that is what 
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Treasury effectively had no qualms with in the case of historic in- 
vestment into the United States. If those other countries choose to 
allow their own country — not to tax that income, why do we care? 

Mr. NEAL. Mr. Hufbauer. 

Mr. HUFBAUER. Thank you. Let me approach the question from 
30,000 feet, starting at the Sierra Nevada between California and 
Nevada. 

I think it is a matter of sovereignty that Nevada has decided not 
to have a corporate tax, and it is a matter of sovereignty that Cali- 
fornia has, I believe, one of the highest corporate taxes amongst 
the 50 states. 

I don’t regard a low level of corporate taxes as an unfair advan- 
tage. It is a matter of what is within the competence of state juris- 
diction or national jurisdiction. So, in my view, if Ireland has a 
I 2 V 2 percent rate, that is not Germany’s problem. And it is not the 
U.S. problem. That is Ireland’s own decision. And I do not think 
it is our job to try to recapture the income which was somehow not 
taxed by Ireland. 

Or, we can go to a more extreme case, the Caymans. They have 
a zero corporate tax. I don’t think it is our job to somehow try to 
claw back or cajole the Cayman Islands into coming up to the U.S. 
corporate tax rate. 

I do feel it is appropriate for the United States to go after money 
laundering, drug money and personal tax evasion. But I am pretty 
strong that the choice of a corporate tax rate between zero and 
whatever is a national sovereign decision, or a state decision. 

And then I back up from that, still staying at 30,000 feet, to say 
that tax competition is healthy for the world, yes healthy for the 
world. Tax competition at the corporate level, I think, is good for 
us because it takes us off the notion that, as Senator Long, whom 
I remember quite well, said, “Don’t tax you, don’t tax me, tax the 
fellow behind the tree.” Well, tax competition takes us away from 
that notion that there is somebody out there who is going to pay 
taxes, but not us. 

So, that is my 30,000 view. Thank you very much. 

Mr. NEAL. Well, let me meet you at 30,000 feet. Would you — 
and I am interested in your comment, obviously — would you argue 
that a $27,000 post office box in the Cayman Islands or another 
foreign jurisdiction is a legitimate corporate address? 

Mr. HUFBAUER. It depends on the kind of activity that is going 
on there. But according to data that I looked at, there are far more 
post box corporations in Delaware than in Cayman. And I believe 
that that is within the appropriate rules of a country. I am not 
fronting for drug lords and money launderers. But if it is open, 
transparent, yes. It is okay in Delaware, it is okay in Cayman, by 
my view. 

Mr. NEAL. So you would suggest that an American corporation 
that decides to set up shop — use the example of Bermuda — with 
simply a post office box and no employees is a legitimate under- 
taking? 

Mr. HUFBAUER. If that is what the Bermuda law permits, yes, 
I will assume that it is. I am not certain on Bermuda law there. 
But if that is a legitimate corporation under Bermuda law, yes. 
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Mr. NEAL. And how am I to respond to those moms and dads 
who have children in Afghanistan and Iraq, that those post office 
boxes are used to evade American taxes? 

Mr. HUFBAUER. Well, if you define it as evasion, which takes 
me hack to the money laundering or improper reporting, absence 
of transparency, it is totally inappropriate. 

But the threshold question: Is it evasion? And here we come to 
a related question, the degree of transparency. And as I under- 
stand it — I won’t go to Bermuda, but for Cayman, as I understand 
it, they have a very tight relationship with our Justice Department, 
reporting all financial transactions in which the Justice Depart- 
ment is interested, which probably reflects what the Treasury De- 
partment is interested in, as well. 

And so, if we are not into that realm of transactions which are 
what I would call evasion, yes. It is all right. 

Mr. NEAL. Thank you, Mr. Chairman. 

Chairman TIBERI. Gentleman from North Dakota, Mr. Berg, is 
recognized. 

Mr. BERG. Thank you, Mr. Chairman. I appreciate the panelists. 
Thanks for being here. 

I would like to crank it up to 50,000 feet, though. You know, I 
have been watching tax policy for 30 years. I have just been in con- 
gress a few short months but, I mean, I couldn’t — I just want to 
make the point I think there is always unintended consequences. 
I don’t care how much time and effort Congress and staff and peo- 
ple can do to write tax law, you just can’t get it perfect. And what- 
ever you do, you create opportunities — call them loopholes or call 
them whatever — but the code is what it is. 

And again, as we are talking about, you know, interest stripping, 
as we are talking about how, again, people are following the law, 
but they are doing it because we have a law that — saying we are 
not going to tax you if you do these things, and you try and fix 
those, you create other problems. 

And I guess I just wanted to make the point that I think, you 
know, our chairman here and Chairman Camp, our objective is to 
simplify the whole tax structure. If we, in fact, get back to a real 
simple — again, 25 percent, rather than a 35 percent, it makes us 
more competitive. And rather than having chapters and chapters 
and reams and reams of exemptions, maybe we don’t have as many 
exemptions. Maybe it is pretty simple, it is pretty black and white, 
working towards a territorial system. 

And just again, simplifying the tax law — again, for those people 
that make money in tax law and the changes in the regulations, 
that may not be good, short term. But I just believe that that 
would, again, help business focus on making decisions that are 
good for business and good for customers and good for profits, and 
not necessarily having to second guess those business decisions, 
based on taxation. 

So, having said all that, I would like to kind of step back also. 
And I believe in best practices. And so we have talked a lot about 
what we can do to change. But I would like to look at the other 
developed countries around the globe, and say — and I would like 
each of you to kind of respond to this. And I don’t want to look at 
today and I don’t want to look at yesterday, but I want to look to 
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the future and say which countries have the right tax environment 
that we are going to have to compete with in the future, here in 
the United States? 

And so, if we just could — again, if you could say, “Here is a coun- 
try that I think is going to be where capital is going to flock to, 
what could we” — just share that with this committee, and so we 
can say, okay, here is something we ought to look to. 

Mr. HUFBAUER. Thank you. That is a good 50,000-foot ques- 
tion. 

I guess I would say the big missing part of the U.S. system — and 
I understand the unpopularity of it — is a national consumption tax 
coming under various names: a goods and services tax, a value- 
added tax. And we are, again, way out of step with the world. I 
think it is quite harmful to our position as an exporter. Also it 
makes it very difficult to collect the revenue which our country ap- 
parently needs to run the projects that we want. 

So, what I would look to would be a country such as Canada, 
which has put in a GST. The rate isn’t terribly high, but it is a 
revenue raiser. Canada has reduced its corporate tax. And, impor- 
tantly, what Canada has done on the corporate tax — and this 
comes from the Canadian constitutional system — is to let about 
half be collected by the provinces. And I think that is quite appro- 
priate, because then provinces can decide, in my model of tax com- 
petition, whether they want a high corporate tax, which Ontario 
does, or a low one, which Alberta does. Let them decide. Alberta 
relies more on oil royalties, obviously. 

So, I would put Canada as a model in the business tax area. I 
am not talking about the personal tax, and I will not get into the 
personal tax. I would also name Australia as a model. Australia 
has done a lot of reform over the years, rather similar to Canada. 
I don’t think the U.S. can emulate Ireland. I think Ireland had a 
great model for a small country. I don’t think we can go down there 
probably in the near future. 

I do want to emphasize — and this is possibly in response to Con- 
gressman Neal’s question to what Mr. Wells says, I don’t want to 
tolerate what used to be called personal foreign holding companies 
way back in the 1930s, which become incorporated pocketbooks for 
U.S. individuals to take their money abroad. I really want to keep 
the personal tax system here. 

And I also am quite sympathetic to putting withholding taxes on 
interest payments on a negotiated basis under treaties. Thank you. 

Mr. BERG. Thank you. 

Mr. STRICOF. For somebody that could only fly at, what, about 
10,000 feet, you are doing pretty good at getting to 50,000 feet. 

I have to repeat one statement before I continue, and that is that 
I don’t know anything about tax policy, I am not good at tax policy, 
and I am not promoting any specific tax policy. But I can tell you 
what I think is going on as a best practice method in various coun- 
tries. 

And, again, I go back to the developed world and what are they 
doing? They have all dropped their corporate tax rates, universally. 
Even Japan is talking about, or has already, dropped their cor- 
porate tax rate. Everybody with possibly the exception of Japan — 
has instituted, as well, a major R&D incentive. 
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I think that one of the things that made this country great and 
allowed us to make so much external investment in the 1960s is 
we owned the intellectual property of the world. We were the most 
innovative, the most creative, best educated, you name it. That was 
the United States. And, therefore, in the 1960s we expanded dra- 
matically around the world. 

So, how do we make that happen? I can’t tell you. That is a pol- 
icy issue. But I can tell you that whoever wins that, 20 years from 
now will be looking back and be the ones that are saying, “Yes, I 
did it right.” 

Mr. WELLS. Representative Berg, I think dropping the rates is 
probably a good suggestion. Whether territorial is the answer with 
safeguards to the U.S. tax base or a worldwide regime, that is 
something that — I think either regime could work — but the com- 
mittee needs to be very careful about. 

I think that we don’t want to be the tax police of the world. But 
we are out of the 20th century, and the 20th century thought was 
that we should allow base erosion payments because the other 
country will tax the residual profits on a residency basis, and we 
don’t want double taxation. The world today is double “no tax- 
ation.” And to the extent that double “no taxation” is a loss of rev- 
enue, that is unfortunate for the congress. 

But what I am most concerned about, and what I hope you leave 
the hearing with is, if one competitor has a no-tax result, and it 
is a significant part of their U.S. business, that is a competitive- 
ness issue. And that is more than just losing revenue that is des- 
perately needed for our country. That is a competitiveness issue. 

So, as you think about designing a system, if we can have every- 
one pay a single level of tax, and defer or allow profits to be trans- 
ferred or stripped to an offshore location only when it is a real 
country that is really going to subject those profits to a tax at the 
20 to 30 percent rate that you have been discussing, then that is 
fine. 

But if someone is able to strip profits to create zero taxed in- 
come, and they are the competitor that can do it and the next com- 
petitor cannot, then I can tell you what the next generation of busi- 
nesses in America is going to look like. They are going to look like 
the first person. 

And that is what I would urge you to consider, that as we think 
about what corporate reform looks like, that it should attempt to 
get at an equalized tax rate among all economic participants, or we 
would expect to be the one creating the economic participants of 
the next generation. 

Mr. BERG. Thank you. I have one other follow-up question. And 
again, everyone is looking at risk versus return. We could have 
high tax rates, but if every foreign investor was guaranteed a super 
return, we would have all kinds of money. And you know, having 
said that, we are assuming that things are — the return is pretty 
much even among several countries. How do we encourage — and 
other than the rates, regulation, I think, has a place in this, as 
well. 

And I just want to know if there is any — you know, over the 
last — I guess the Obama Administration, if there is any regulatory 
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changes recently that you have seen that would inhibit that invest- 
ment from coming into the United States. 

Again, if we could just — each of you respond, or any comments 
on that. 

Mr. HUFBAUER. You are right about the risk and return issue. 
And this is one of the great strengths of the United States. We 
have a very stable legal system. Property is highly respected, com- 
pared to other countries. Certainly Switzerland would be in the 
same category, but the legal regime of property rights really cuts 
down the risk here, compared to a great many countries in the 
world. So, that is one of our strengths. 

Now, where do we have problems? I am not sure that the Obama 
Administration has done anything out of line in this respect. I 
think that our tort system, which is being corrected, I believe, by 
the Supreme Court — and I applauded the recent Wal-Mart deci- 
sion — does create a certain amount of risk for class action suits, 
and that sort of thing. I think that risk is actually on the way down 
now. That is not because of the Administration, it is really the 
courts. 

I know there has been a lot of talk about the Dodd-Frank bill, 
and has that made banks less willing to loan, and so forth and so 
on. I regard that law as a work in progress, where I am sure Con- 
gress will return to it if, in fact, it does discourage lending to small 
and medium-sized companies. That I have actually looked at. I 
think the lending situation today is more because of the financial 
crisis than because of any new legislation. But that may be an area 
in the future. Let me stop there. Thank you. 

Chairman TIBERI. The gentleman may answer the question. 

Mr. STRICOF. Well, if I can’t talk about policy, I certainly can’t 
talk about regulation. 

[Laughter.] 

Mr. STRICOF. But what I can do is applaud the effort towards 
simplification. And I think anything that simplifies our tax laws 
and the enforcement of our tax laws is certainly going to be wel- 
come by the business community, as a whole. It has nothing to do 
with inbound versus outbound. It is just effectively talking myself 
partially out of a job, but I think anything that goes for simplifica- 
tion is very good. 

But I would caution that the last time somebody decided to have 
a tax bill that was labeled “simplification” in it, they took the defi- 
nition — I think it may have been — I can’t remember if it was gross 
income or taxable income from — it must have been taxable in- 
come — from the definition of gross income minus deductions equals 
taxable income to a three-page definition. 

Mr. WELLS. I have three quick points. And, again, I am not an 
economist like Mr. Hufbauer. He is probably the most relevant per- 
son to ask. But as a citizen, to me, I think broadening the tax base 
and making it simple is a wonderful goal. Everyone should bear the 
same or as close to the same a tax for similar activity. 

Second, a sustainable fiscal budget. I think that one of the big- 
gest challenges for foreign investors today is knowing the fiscal sit- 
uation of the U.S. Government. And I think that you are getting 
pulled 100 different directions as to what to do. But I think that 
foreign investors would be overjoyed to believe that the fiscal crisis 
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that may be looming for the country has been dealt with thought- 
fully. 

And I think the last point would be to know what tax reform will 
be. And I think that is not to put pressure on this committee. It 
needs to be thoughtful, and you need to take the time to do it ex- 
actly right. But I think if companies and other countries knew that 
our fiscal house was in order, and they knew what our tax struc- 
ture was going to be, and that the tax base was as broad and as 
simple as possible, and we treated everyone comparably, then I 
think that would achieve the best result for the country. 

Mr. BERG. Sounds simple. 

Chairman TIBERI. Great way to end today’s hearing. This con- 
cludes today’s hearing. 

Please be advised that Members may submit written questions 
to the witnesses. Those questions and the witnesses’ answers will 
be made part of the record. 

Thank you. Thank you to the three of you for some really, really 
good and educational testimony, a discussion, and I believe it helps 
us, again, get more information as we want to move forward on 
comprehensive tax reform. I appreciate your time. 

This concludes today’s hearing. 

[Whereupon, at 12:37 p.m., the subcommittee was adjourned.] 

[Submissions for the Record follow:] 

Prepared Statement of The Honorable Ms. Berkley 


Rep. Shelley Berkley 
Statement for the Record 

House Ways and Means Select Revenue Subcommittee Hearing on 
Tax Reform and Foreign Investment in the United States 
June 23,2011 

Today’s hearing focuses on the role of foreign direct investment in expanding the U.S. economy 
and creating jobs for American workers. While that has been primarily focused on the tax 
environment for foreign investors, I want to call my colleagues’ attention to the value that 
foreign visitors bring to the U.S. economy each year. 

Countless reports have shown how the travel industry bolsters job creation here at home. 
According to the U.S. Travel Association, inbound travel to the U.S. currently supports 1.8 
million U.S. jobs and more than $134 billion in direct travel spending in the United States. 
Overseas visitors spend on average $4000 in the U.S. per visit, so if we can increase the number 
of visitors to tlie U.S. each year, we will create even more jobs and further strengthen our 
economy. 

There are several easy ways we can increase the number of foreign travelers to the United States, 
at little or no cost to U.S. taxpayers, including reducing visa interview wait times, improving 
planning at our consular offices around the world and expanding the Visa Waiver Program. 

There are numerous countries around the globe that are eager to send more visitors to the U.S. 
each year, but we simply lack the consular staff and visas to allow them all to come here. Shame 
on us. We should never be turning visitors away, and certainly not in this economy. We should 
be welcoming them, as they are a boon to our public diplomacy efforts, a boon to our economy 
and a boon to our working families who need jobs and a secure economic future. 
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Prepared Statement of Brian Dooley 


Brian Dooley 

C'mm’rei) Pimr .tc accountant 
P.O. Box 685, Silverado, Ca 92676 


Ths Hoooraljie Chairman Tiber 
House Ways and Means Committee 
Via email, only 

Regarding Tax Reform and Foreign Investment in the United States 

Dear Honorable Chairman Tiber! 
and other members of the House 
Ways and Means Committee: 


Thank you for this opportunity to provide my written comments on tax reform of foreign 
direct investments in the United States of America. 

As a certified public accountant with a public accounting practice concentrating on 
helping cross border privately owned businesses, I am concerned by the prejudice 
against foreign direct investments found in the internal Revenue Code ("IRC”), 

These prejudices manifest themselves in three areas. 

They are: 

1 . Discriminatory strict laws forcing double taxation Page 1 . 

2. Regulatory short comings Page 4. 

3. Confiscatory estate taxes on foreign direct investments. Page 4, 

Discriminatory Strict Laws Forcing Double Taxation 
aka “Branch Profits Tax” 

Enacted in 1986, the branch profits tax was modeled after the domestic accumulated 
earnings and profits tax, section 531. 

Only the foreign business is subject to the strict double taxation rules (explained below) 
of the branch profits tax. In both the friendship, navigation and commerce treaties and 
tax treaties America promise not to discriminate against the foreign business. Yet. in 
practice, America does discriminate, as 1 will explain below. 

Section 531 and the concept of double taxation of privately owned business have their 
genesis in the 1954 IRC. Changes in the IRC allowing Subchapter S corporations and 
single member limited liability companies have made section 531 irrelevant. Because of 
section 531 , rarely does small business select corporation taxation under Subchapter 


Page ! Hearing on Tax Reform of Foreign Direct Inve.stmentby Brian Dooley, C1PA, MBT 
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c'. 

The regulations for section 531 allows profits to be accumulated for reasonable needs 
of the business, redemption of shareholders and the sophisticated model (known as the 
“Bardahl Formula”) that allows a practical accumulation of profits for business 
operations. 

The stated purpose of the branch profits tax was to bring about a similar tax treatment 
of foreign corporations engaged in a United States business with domestic corporations. 
Further Congress and the Senate wanted to promote neutrality by subjecting the U.S. 
branch earnings of a foreign corporation to a second level of U.S. tax upon a “deemed 
remittance.” 

As you will discover no real remittance to a foreign home office is required for the tax to 
apply. Merely the accumulation of profits beyond what the IRS deems reasonable 
causes the tax to be assessed. The IRS makes this determination using the IRS' 
hindsight. In writing the branch profits tax regulations, the IRS could have included the 
exceptions found In section 531 . However, the branch profit tax Income regulations 
exclude all of the rules found in the section 531 regulations. 

Instead regulation 1 .884-1(d)(2)(v) provides the IRS the authority to deem that a 
remittance occurred. The regulation removes any bank deposit from the definition of a 
branch asset with the following text- “Any other deposit or credit balance shall only be 
treated as a U S. asset if the deposit or credit balance is needecf in a U.S. trade or 
business within the meaning of section 1 864-4(c)(2)(iii)(a)." 

Unlike section 531 , the branch profit tax refers to a regulation (1.864-4) that is not 
related to the reasonable needs of a business to accumulated working capital. 
Regulation 1 .864-4 determines the source of income and not the reasonable needs of a 
business 1o accumulate working capital. 

The assumptions used by Congress and the Senate in 1986 no longer exist. Privately 
owned domestic businesses do not incur double taxation. They operate as either sole 
proprietorships or as pass-through entities. They choose this method not only to avoid 
double taxation but just as importantly to avoid the overly complex tax law of 
Subchapter C. 

Publically owned businesses rarely incur double taxation. The average dividend rate of 
the Standard and Poor's 500 corporations is approximately two percent. Section 531 
has never been applied to a corporation listed on the major American stock exchanges. 

Further the branch profits tax applies to the foreign corporation with a branch office in 
America or owning a partnership share (which includes ownership in a domestic limited 


■ An exception is a "loan out" corporation. However, loan out corporations zero out their taxable income with a 
combination of compensation, qualified retirement plan contributions and medical benefits. 

^ Emphasis added by author. 
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liability company}. Where the foreign corporation makes the United States its 
headquarters, the owners are shocked to discover the branch profits tax applies even 
though there is no foreign activity and all of the activity is in America. 

Section 884 consists of three main parts: 

1 . Branch profits tax on certain earnings of a foreign corporation's U.S. trade or 
business, 

2. Branch-level interest tax on interest paid, or deemed paid, by a foreign corporation’s 
U.S. trade or business and 

3. An anti-treaty shopping rule 

A foreign corporation is subject to Section 884 by virtue of owning an interest in a 
partnership, trust, or estate that is engaged in a U.S. trade or business or has income 
treated as effectively connected with the conduct of a trade or business in the United 
States CECI”).^ 

(1) The branch profits tax 

Section 1 .884-1 provides rules for computing the branch profits tax and defines 
various terms that affect the computation of the tax. In general, Section 8S4(a) imposes 
a 30 percent branch profits tax on the after-lax earnings of a foreign corporation’s U.S. 
trade or business that are not “deemed” reinvested in a U.S. trade or business by the 
close of the taxable year, or that are “deemed" disinvested in a later taxable year. 

Changes in the value of the equity of the foreign corporation's U.S. trade or 
business are used as the measure of whether earnings are deemed reinvested in. or 
disinvested from, a U.S. trade or business. An increase in the equity during the taxable 
year is generally treated as a reinvestment of the earnings tor the current taxable year: 
a decrease in the equity during the taxable year is generally treated as a disinvestment 
of prior years' earnings that have not previously been subject to the branch profits tax. 

The amount subject to the branch profits tax for the taxable year is the dividend 
equivalent amount. This amount is the reduction in the net worth of the U.S. branch. 
Form 1 120F includes a place for the computation of the reduction of the net worth. One 
may feel that by merely keeping all of the net profits on the U.S. branch in America, one 
can avoid the tax on the dividend equivalent. However, American tax law looks at why 
assets are kept in the branch. If a foreign corporation cannot prove that the assets are 
in the branch for an active business reason, then the dividend equivalent tax applies. 

The tax rate is 30 percent unless reduced by tax treaty. 

Section 1.884-2 contains special rules relating to the effect on the branch profits 
tax upon the termination or incorporation of a U.S. trade or business, or the liquidation 
or reorganization of a foreign corporation or its domestic subsidiary. In theory, the tax 


^ An international organization (as defined in Section 7701(aHl8l) is not subject to the branch profits tax by reason of Section 
884(c)(S). A foreign govcrnmcfit treated as a corporDtc resident of its country of residence under Section shall be 

treated as a corporation for the purposes of Section 884. In the case of branch interest. Section 884 applies only with respect to 
amounts of interest accrued and paid by a foreign government on or after that date, or, in the case of excess interest, only with 
respect to amounts attributable to interest accrued by a Foreign government on or after that dale and apportioned ro ECt, as 
defined in Section 1.884 -l(dKl){iii). 
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does not apply. However, as explained below, this regulation has many esoteric and 
overly complex exceptions that create taxation. 

(2) The branch-level interest tax. 

Section 1 .884-4 provides rules for computing the branch-level interest tax. In 
general, interest paid by a U.S. trade or business of a foreign corporation ("branch 
interest," as defined In Section 1 .884-4(b)) is treated as if it was paid by a domestic 
corporation and may be subject to tax under Section 871(a) or 881, and to withholding 
under Section 1441 or 1442. In addition, if the interest apportioned to ECl exceeds 
branch interest, the excess is treated as interest paid to the foreign corporation by a 
wholly owned domestic corporation and is subject to tax under Section 881(a). 

This overly complex law is a surprise attack on the privately owned foreign direct 
investment. International financing is desirable in most other countries except for 
America. 

(3) Anti-Treaty Shopping 

Section 1.884-5 contains anti-treaty shopping rules. The concept is that the 
foreign entity must pay tax to the treaty jurisdiction and must be owned by residents of 
the treaty jurisdiction. The term “qualified resident" is used to designate such a person. 

A foreign corporation must be a qualified resident of a foreign country with which the 
United States has an income tax treaty in order to claim an exemption or rate reduction 
with respect to the branch profits tax. the branch-level interest tax, and the tax on 
dividends paid by the foreign corporation. 

The Double Whammy - Regulation Section 1.864-4’s Example 4 

The IRC not only taxes the foreign person on its U.S. business, it taxes on its income 
attributed to its foreign offices. This is income is taxed not just once by the United 
Stales, but twice. 

Read this example from the regulations. 

“Foreign corporation S, which uses the calendar year as the taxable year, is engaged in 
the business of purchasing and selling electronic equipment. The home office of such 
corporation is also engaged in the business of purchasing and selling vintage wines.' 

"During 1963, S establishes a branch office in the United States to sell electronic 
equipment to customers, some of whom are located in the United States and the 
balance, in foreign countries. This branch office is not equipped to sell, and does not 
participate in sales of, wine purchased by the home office. Negotiations for the sales of 
the electronic equipment take place in the United States. By reason of the activity of its 
branch office in the United Slates, S is engaged in business in the United States during 
1968.” 

“As a result of advertisements which the home office of S places in periodicals sold in 
the United States, customers in the United States frequently place orders for the 
purchase of wines with the home office in the foreign country, and the home office 
makes sales of wine in 1983 directly to such customers yyilhaut routing the transactions 
through its branch office in the United States.” 
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“The income or loss from sources within the United States for 1 968 from sales of 
electronic equipment by the branch office, together with the income or loss from sources 
within the United States for that year from sales of wine by the home office, is treated 
as effectively connected for that year with the conduct of a business in the United States 
by S.” 

A successful foreign business is not going to subject their foreign home office’s sales 
to both U.S. income and U.S, branch profits tax totaling sixty-five percent (plus a state 
income tax) by making a foreign direct investment. 

Regulatory short comings 

Businesses flee uncertainty, especially when the uncertainty is a thirty percent 
discriminatory tax that does not apply to its domestic competition. This tax destroys 
working capital. Without working capital, a business ceases to be a going concern. 

The regulations fall short in providing guidance based upon the comparable domestic 
law, section 53 1 . The consequence of the absence of a regulation providing the 
benefits found in section 531 is that reasonable taxation rules of section 531 are not 
available. The branch profits tax becomes an off or on switch tax law that only applies 
to foreign corporations. 

Further, complexity surrounds the termination of a United Slates branch. Regulation 
section 1 ,884-2 explains the termination rules. Every business needs to know its exit 
plan. Uncertainty as to the exit plan can prevent a foreign direct investment. The 
concepts found in this regulation are overly complex and esoteric. 

Here are some of the paragraph headings relating to the ending of a U.S. business by a 
foreign corporation: "Property subject to reinvestment prohibition rule", “Direct or 
indirect use of U.S. assets”, ‘Complete termination in the case of a section 338 
election", “Coordination with second-level withholding tax’"*, “Transferor's dividend 
equivalent amount for the taxable year in which a section 381 (a) transaction occurs', 
“Special rules in the case of the disposition of stock or securities in a domestic 
transferee or in the transferor”, “Inapplicability of paragraph (a)(1 ) of this section to 
section 351 transactions. Transferor’s dividend equivalent amount for the taxable year in 
which a section 351 transaction occurs”, "Amount of the transferor's effectively 
connected earnings" and "Profits and non-previously taxed accumulated effectively 
connected earnings and profits allocated to the transferee” and "Certain transactions 
with respect to a domestic subsidiary”. 

CONFISCATORY ESTATE TAXES ON THE OWNERS OF FOREIGN DIRECT INVESTMENTS 

Foreign direct investments by non-publicalSy traded corporations expose the investor to 
a confiscatory estate tax. The non-domiciled alien has an estate tax exemption valued 
at $60,000. 

The non-domiciled alien is also subject to gift tax and generation skipping tax with a 
limited annual deduction and without the five million dollar exclusion. 

The non-domiciled alien does not have the unlimited marital deduction. 


'* By the way, there is to be no second level withholding when the branch profit tax applies or has appEied. 
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Investments in United States property are included in the taxable estate of a 
nondomicile. Until a few years ago, tax professionals believed that the ownership of 
shares of a foreign corporation by a non-domicile alien was exempt from United States 
estate taxes. 

However, since the series of tax court decisions — Strangi, Albert, Estate ofet at. v. 
Comm. (05-20-2003); Bongard, Wayne C., Estate ofv. Comm. (03-15-2006); Stone, 
Eugene E., Estate of III, etal. v. Comm. (11-07-2003); Harper, Morton B., Estate ofv. 
Comm. (05-1 5-2002); and Kelley, Webster E., Estate of et al. v. Comm. ( 1 0-1 1-2005) — 
this is no longer the belief. 

In these cases, the court ruled that IRC Section 2036 requires that assets held by any 
entity be included in the taxable estate of any decedent who transferred property to the 
entity. Under Section 2036, the property transferred is included in the decedent's 
taxable estate when he or she retained the right to the income. 

The foreign investor owning all or substantially all of the stock of a foreign corporation is 
considered to own the corporate assets under section 2036 (retained life estates). 
Under the case law, stock owned by a family subjects each person to estate tax 
inclusion under section 2036. In these cases, as in most family business, the family 
planned to withdraw the profits of the business for personal use and enjoyment. 

Section 2036 specially covers the use and/or enjoyment of properly. 


CONCLUSIOM 

The IRC makes doing business in the United States undesirable when compared to 
countries such as the United Kingdom. Switzerland^ and The Netherlands in Europe 
and Singapore and Honk Kong in Asia. 

Each of these other countries does not subject the foreign person to a confiscatory 
estate tax and double taxation on the successful foreign direct business. Further, the 
branch profits tax law on a business termination is so overly complex and unclear, that 
the foreign investor cannot determine his tax upon leaving the United States. 

The cost of United Slates tax administration and a sixty five percent tax rate 
discourages direct foreign investment. 


Respectfully submitted. 


Brian Dooley, CPA, MBT 


' For example, from 2004 to 2006 more than 1,000 foreign cornpanies moved to Switzerland Io n thi s linki. a 
country with a populatiorr of less than eight million people. 
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Prepared Statement of Mayer Brown LLP 


MAYER- BROWN 


July 5, 2011 


Mayer Brov,Ti LLP 
ISaSKStreer, N.W 
Washington, D C. 2COC6-11C1 

Main Tel +1 2D2 263 3000 
Main Fax +1 232 ?B3 3300 
iww.msys't'own.ccm 


Tlie Honorable Patrick J. Tiberi, C'liair 

The Honorable Kichard t. Neal, Iltinking Member 

Subcommittee on Select Revenue Measures 

Committee on Ways and Means 

U.S. House of Rcprcseiitath'es 

1 !0I Longwortb House Ofllce Building 

W'ushington, D.C. 2015 


Dear Chairman Tiberi and Ranking Member Neal: 

W'e are submitting this letter for the record of the Subcommittee’s hearing on June 23, 201 1 on 
■‘Tax Reform and Foreign Investment in the United States.” We write to underscore our policy 
and legal concerns with a number of proposals to dramatically increase taxes on the use of 
foreign aniliated reinsurance, including the proposal contained in the Administration’s FY 2012 
Budget. We believe diat such proposals violate U.S. obligations under the World Trade 
Organization’s (“WTO”) General Agreement on Ifade in Services (“GAJ S”). Many such 
proposals are discriminatory in nature, or impose conditions on access to the L.S. market that are 
incompatible with li.S. commitments. Hnacting such propo.sals would leave many critical U.S. 
export sectors vulnerable to WTO-aulhori/,ed.relaHalion. It svould also damage the ability -and 
credibility - of tiie U.S. in its elToiis to open Ibreig)! markets to U.S. insurance and reinsurance 
services, finally, restricting the supply of reinsurance products would cause harm to U.S. 
insurance consunners in certain regions ofthc country and key sectors of the U.S. economy. 

It is possible for the U.S. to utilize llie exception in the GA'fS from national treatment 
obligations If the measure is merely to safeguard the member's lax base. However, to qualify (or 
the exception, any measure cannot apply (as the GATS states) “in a manner which would 
constitute a means of arbitrary or unjuslillablc discrimination between countries where like 
conditions prevail, or a disguised restriction on trade in sendees.” 

As a practical mailer, this means that a proposal cannot arbilrarily rcslxicl competition and 
protect domestic servicers. Any proposal must legitimately distinguish between normal risk 
management practiced by all insurance companies and activity driven solely by inappropriate tax 
behavior. It must also lake into fjccounl taxes paid in the home country olThe foreign reinsurer, 
so as to actually determine w'hether any tax incentives actually exist. And because any 
reinsurance is the movement not only of premiums but also risk (i.c., Ihc future possibility of 
profits or losses), any proposal must account (or claim payouts in a noivdiscriminaiory fashion. 


Mayer Brnwn LLP operatfis in combination wihi Oiir aisocialsd English iimiteo liability psIhsr.'Ship 
and Hong Kong partnorship (and its associated entiScs in Asia} and is associated ’Alh Taull & Cboquer Advogados, a Brazilian lav/ partTiOrship. 



108 


Mayer Brown llp 


July 5, 2011 
Page 2 


Al a lime when Ihc U.S. is righdy pressing a number of emerging markets to maintain 
compeiition in the insuriince sector, meeting our WTO commitments in the financial services 
arena is critically important. In addition, these arc the export markets the U.S. needs to meet die 
President’s goal of doubling U.S. exports. 

In short, now is notthe time to Iiave a retreat in global IkS. leadership in the scnnccs sector. 
Whether it is in the context or"pay-fors” for any number' ofworthy legislative pr'oposals, or as a 
part of a larger reform of the U.S. tax code, WTO obligations and the U,S. commitment to 
compclilion should bear heavily in any analysis. We hope and Iriisl you will keep these 
considerations in mind. 

With best rcgttrds, 


Mickey Kantor Susan C. Schwab 
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Chairman Tiberi, Ranking Member Neal, and members of The House Ways and Means 
Select Revenue Measures Subcommittee, thank you for the opponunity to submit this statement 
for the record on bchaifof the Overseas Shipping Group, Inc. C‘OSG”). Wc applaud tbc 
CommiUee and Subcommittee for ibeir work on die critical issue ofiaxrelbnn. 


J he issue of ineenlivizing foreign direct invcstnieni in the LLS. is an imponanl 
consideration as tax reform progresses. Our .statement focuses on a related topic — a provision in 
the current U.S. fax code that is effectively encouraging the investment of significant capital of 
U.S. shipping companies in foreign assels. We applaud Chairman Tiberi lor his leadership in 
introducing H.R. l03Mhe “American Shipping Reinvestment .Ad or201 T’ (“ASRA”), which 
would address this anomaly. Companion kgisialion, S. 626, has been introduced in ihc Senate. 
Wc strongly urge enactment of this important bipartisan legislation, which, would repeal this 
antiquated law, provide for an immediate iiwe.stment in our nation's maritime industry, and 
stimulate U.S. economic activity and job growth during this fragile time in the country's 
economic recovery. 


The U.S. Mariti vie Injiistry 

The U.S. maritime industry plays a crucial role in the U.S. economy, sendng as the 
backbone of modern transportation and making possible the transport of raw materials, 
petroleum products, affordable food, and manufaduTed goods. The marilime industry is an 
important contributor to the U.S. economy, sustaining thousands of American jobs in the 
shipbuilding, seagoing, and related trades. A recent PrieeWaterhoiiseCoopers analysis estimated 
that, in 2009, U.S. flag ships that carry gcx>ds between U.S. ports - which must be U.S.-owTied, 
built, and crewed — accounted for approximately 74, (MX) Jobs in tlie U.S. economy, resulting in 
S.16.4 billion in U.S, economic oulpul ami S6,5 biHion in U.S. labor compensation. Another 
apprOxVimately 426,000 jobs arose from indired and induced elTecls, accounting for S35.5 billion 
in U.S. economic output and 3)22.6 billion in U.S. labor compensation. 

The U.S. maritime industiy is also an essential component of our national security. The 
U.S. flag fleet supports a shipbuilding defense industrial base and pool of qualified seafarers and 
shipping assets needed for military sealiJl in times of war or national emergency. For e.xample, 
U.S. flag commercial vessels and their American crews mansported the majority of cargoes - 
more tiian 25 million measurement tons - in support of Operations Enduring Freedom and Iraqi 
ITcedom during the period of 2002-2008. 

Additionally, American-owned companie.'?’ international ships are part of what is called 
the Effective U.S. Controlled Fleet (“EUSC fleet"), or the fleet of merchant vessels, registered in 
certain foreign nations, that are available frir requisition, use, or charter by the U.S. government 
in flic event of war or national emergency. However, a. 2002 study commissioned by the 
Dcparlmcnl o f Defense (;'i.)OD'') and performed by professors al the MassachuscUs Inslilulc of 
Technology found that the EUSC fleet dropped by 38 percent in terms of numbers of ships and 
nearly 55 percent in terms of deadweight tonnage between 1986 and 2000. 

This finding is reflective of the decline in American-owned international shipping. 
American-owned shipping companies used lo be a major transporlalion sector on ihe world’s 
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occcins. liowcver, progress has been, made in recent years to address inlerniuional Lax ineqtiilies 
affecting the shipping industry' and to help rebuild the IJ.S.-tlag shipping industry. Through the 
enactment of a tonnage tax regime and restoration of deferral in 2004, significant progrcs.slias 
been rna.de, but more needs to be done. 


THF. OVFRSE.^S SRTPHOr.nTNG Groit, Inc- 

OSG is a market leader in global energy transvioitation services. OSG owns and operates 
an Inlemalional Flag and U.S. flag fleet of 1 18 vessels made up of 109 operating vessels and 
nine under construction aggregating 12.1 million deadweight tons. The fleet transpoits crude oil, 
petroleum products and gas in the U.S. ajid througliout the vvorld. 

Founded in 1948, OSG has been successful through multiple shipping cycles. This 
success is the result of OSG’s vision, breadth and experience, emphasis on quality and the safety 
of the environment, the si/e and diversity of its lleei, and the skill.s and commitment of its 
professional staff and crews. 

OSG is based in New York and has offices in Athens. Houston, London, Maniltu 
Montreal. Ncw'ark. Nc\vca.stlc, Singapore and Tampa. It lias 3,500 employees, of which 3,050 
arc seafarers. 


Th£ AMt;RiC.4N SHirni-NC REl^ vestmlm' Act 

ASUA addresses the unintended consequence of an antiquated tax provision enacted in 
1975. Under the 1970s tax provision, U.S. shipping companies must maintain investments in 
qualified foreign shipping assets made between 1975 and 1986. 


More specirically, between 1975 and 1986, "foreign base company shipping income” was 
included as a category of subpan L income. Under this provision, subpart F income generally 
did not include foreign base company .shipping income to the extent it was reinvested during the 
taxable year in certain qualified shipping investments. If, however, in a subsequent year a net 
decrease in qualified shipping investments occurred, the amount ofpreviously excluded subpart 
F income equal to such decrease was treated as subpait F income. In other words, any net 
decrease in these investments resulted in an immediate ta.x penalty. 

Although the deferral for shipping income provision was completely repealed in 1986, 
the pre-1987 net investment in qualified shipping assets under section 955 of the tax code w as 
retained. As a result, decreases In investments in qualified shipping operation.^ from pre-1 987 
level continue to trigger suhpart K income. These rules apply even after section 4 1 5 of the 
-American Jobs Creation Act of 2004 {“2004 Jobs Act”) repealed the suhpart F rules applicable to 
foreign base company shipping income. 

Tins quirk in the tax law has created a peiwerse system that distorts the investment 
decisions and increases the transaction costs of U.S. companies, particularly with respect to 
slrucluring a financing slralegy or deciding whclhcr lo acquire or divest qualified shipping assets. 
For example, because of the method for calculating amounts invested in qualified shipping 
assets, a company\s investment may decrease due to the depreciation of its a.sscts, rather than due 
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lo c5ny jilTirmaLivc iiclion ibal il Lakes to withdraw from shipping. In such circumstances, a 
company may be forced to invest its resources in a way that is not economically optimal in order 
to avoid triggering subpart F income, regardless of market conditions or business need. 
Additionally'’, .Subpart F inclusion may triggered ifa company issues debt to invest in non- 
shipping operations, thereby deterring a company iroin Unancing the expansion and 
diversification of (heirenlerprises. At end, even though these companies have a strong desire to 
reinvest their foreign earnings in the U.S. and inject money into the economy, they are 
effectively unable to do so. Instead, the practical consequence is that these earnings are 
permanently invested abroad. 

The bipartisan .<\SRA legislation would repeal the outdated 1 970s ia.x provision. 
Additionally, ASRA would provide U.S. shipping companies with a onc-limc opportunity to 
receive foreign source earnings at a reduced lax rale, This is appropriate because such 
companies generally could not previously avail them.selves to a 2004 provision to encourage 
investment of foreign earnings in the U.S. 


ASR.A also contains a strong jobs provi.sion. In order to presei*ve the tax benefits 
provided under ASRj\, companies must maintain their current employment levels, if they fail to 
do so, they will be subject to a significant lax penally. Sped (icaily, there would be a S25,000 
additional income inclusion for each employee by w’hich the taxpayer's average employment 
during the two-year period from and including the calendar month of the first shipping income 
repatriation is less than the average emplnyment during the two-y^ear period prior to that same 
month of first repatriation. 


ASR.4’s Impact: Investment, Economic Activity, .Ions, ANDSF.cirRiTV 

As Congress eotisiders legislalion lo address unemploymenl and stimulate the American 
economy, it should consider the merits of ASRA. Enacling ASRA would allow’, and incentivize. 
these companies to bring funds that are currently invested abroad home and reinvest them in the 
U.S. shipping industry, ASRA vvould spur job growth in the U.S. by creating a broad and 
diverse range of well-paying employment opportunities for American workers, both in the .shott- 
and long-term. .As a result, ASRA is broadly suppoilcd by American maritime labor, U.S. 
shipyards, and U.S. shipping companies. 


Enactment of .ASRA vvould stimulate investment in the U.S. shipping industry, leading to 
the creation of well-paying jobs as construction and repair activity hi U.S. shipyards increased. 
The magnitude of the .stimulative economic effect of building ships in the U.S. is sigtiificant - a 
2002 study performed for the Shipbuilders Council of America found that 3.7 jobs were created 
elsewhere in tlie economy for every direct shipyard job. Moj'eover, as a result of tax provisions 
in the 2004 Jobs Act, OSG commi.ssioned. the construction of 1 0 new tankers at a U.S. shipyard, 
the largest eonimcrchii shipbuilding project in a U.S. shipyard since World War 11. .A study 
performed on lh:s project found that the new shipbuilding activity for these 10 lankcrs would 
increase average annual employment in the region W'here the shipyard was located by ! ,2 1 7 jobs 
and nationally by 2,902 jobs during the period of construction. OSG later inercased its 
commitment with orders for 2 additional tankers and 2 additional tank barge vessels, resulting in 
even more employment growth and economic activity. 


-4 
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Once in operalion, thest; ships will generule American employmenl ihroiighoui. (he life of 
the vessel, which is estimated to be at least 25 years. Ships operating in the domestic Jones Act 
trades must be manned by Americans, built in a U.S. shipyard, and owmed by U.S.-citi7cn 
companies. As sucln by encouraging American companies to expand their Jones Act operalions, 
ASRA would create and sustain thousands of jobs for Americans during the operating life ofthe 
new vessels. These include w'cll-paying jobs in ihc seagoing and shore side trades, as well as in 
the shipyards that will maintain the vessels during their economic life. In fact, it is estimated that 
the 10 new* tankers constructed because of the 2004 .lobs Act will increase average annual shore 
side and seagoing employment directly related to the vessel's operations by 1,313 and increase 
average labor compensation by $1.2 billion over the period of 2007 to 2020. 


Investment in the U.S. shipping industry would have an economic ""multiplier” effect, 
spuming job growth in allil ialcd businesses. In addition to the direct employment effect of ship 
construction and operations, studies indicate that investment in the U.S. shipping industrv' w'ould 
have the indirect effect of increasing demand placed on suppliers through the supply chain and 
the induced effect of additional spending on goods and services resulting from increased 
household incomes. 

Addilionally. ASRA would enhance U.S. naiional security interests by supporting 
shipyards that are vital to our defense industrial base by developing new U.S.-flag tanker 
capacity to transport our nation’s energy products, and by providing the DOD with critical assets 
- manpow-er and ships - necessaiy to help sustain military sealiR. 

CO.NCIXSION 

()S(i greatly appreciates the oppoitunityto submit this .statement, (Congress considers 
ways to increase inveslrnent in (he U.S., ASRA presents m opening (o create Otousands of 
American seagoing and shore side jobs and stiinulale critical investments into A.merican shipping 
companies that help sustain our economic and national security. We are happy to be a resource 
to (Jongress, the Committee, and the Subcommittee and we look forward to our continued work 
together on these issues. 
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